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Coming— The little businessman has tax 
problems that are not necessarily little. 
They may be peculiar to him because of 
the size of his organization. Philip J. 
Erbacher, of Kansas City, covers some of 


these problems in his worth-while article 


Stephen Dean traces recent stock dividend 
developments. 


The government has instituted a_ multi- 
pronged effort against sureties to collect 
unemployment and old-age benefit taxes. 
The success of this effort is the subject of 
William H. Bowen's ‘Employment Taxes and 
Payment Bonds.” 


Another scheduled article deals with taxes 
in Saudi Arabia. 
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Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
ro this end it contains signed 
irticles on tax subjects of 
irrent interest reports on 
pending state tax legislation 
interpretations of tax laws 
ind other tax information 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon 
sibility is not assumed for the 
contents of the articles or for 
he opinions expressed there 
in. Editor, Henry L. Stewart 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Court... 


Adm inistrative... 


FEDERAL 
TAXES 


% 

HiveEry now and then the constitutionality 
of the law taxing the wife on the receipt of alimony payments is 
contested. As Murdock has said, “Congress has provided that 
earnings of the divorced husband which he must report as a part 
of his gross income, are income a second time when paid to the 
divorced wife... . The language [of the law] makes the pay 
ments income to the divorced wife even though the former hus 
band necessarily paid them out of capital.” The Twinam case, 
CCH Dec. 20,283, 22 TC —, No. 13, settles the point in favor of 
constitutionality: “The Sixteenth Amendment allows Congress, 
‘to lay and collect taxes on incomes, from whatever source de 
rived’ . This certainly gives Congress the power to designate 
by ‘statutory formula’ whether the husband or the wife shall bear 
the burden of taxes on alimony payments.” 


[x another alimony case no allocation was 
made in the separation agreement or the divorce decree as to 
what portion of the payment was to be used for the support of 
minor children; consequently, the entire amount of the payment 
was taxable as alimony.—Seltzer, CCH Dec. 20,298, 22 TC 
No. 26. In some states only death or a final decree of divorce 
terminates a marriage. California is one of them. It is also a 
community property state. An estranged wife, even when she 
moves into a noncommunity state, is not relieved of income taxes 
on her share of the community property, that is, the earnings of 
the husband while residing in California.—//unt, CCH Dee 
20,316, 22 TC , No. 32 


lr IS THE RIGHT to receive, and not the 
actual receipt, that determines the time that income is to be taxed 
This taxpayer was in the business of leasing to others heavy con 


struction equipment. One piece of equipment became involved in 
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Interpretations 


a bankruptcy proceeding and the taxpayer’s title to it was clouded. 
The rental income from this piece could not be included in the 
income of the taxpayer until the title to the equipment was clearly 
in his name.——-McCall, CCH Dec. 20,325(M), 13 TCM 446. 


A professional golfer who was paid for the 
use of his name as a trade-mark on sporting equipment received 
ordinary, not capital gain, income. The consent to register his 
name as a trade-mark contained the phrase “from this date forth,” 
that is, perpetual rights to the use of the name were given the 
sporting equipment manufacturers. For that reason, the golfer 
contended that the transaction amounted to a sale, but the Tax 
Court rejected this contention——Armour, CCH Dee. 20,296, 22 


“EG , No. 24. 


As to exempt corporations—the fact that the 
corporate charter under which the organization was formed may 
permit activities other than for educational purposes is not con 
trolling. What activities the corporation does actually engage in 
is of greater weight in determining the exemption from tax. 
Forest Press, Inc., CCH Dee. 20,322, 22 TC , No. 36 


| ) IN’-T USE MONEY withheld from em 
ployees as taxes to pay the operating expenses of a business 
This is “‘willfully failing to pay,” and the 100 per cent penalty can 
be assessed.—-Revenue Ruling 54-158. . . . If you sell the land on 


which your residence is located, and move the house to your new 
lot, any gain on the sale of the old lot is a capital gain. Here's 
how to compute the gain: To the cost of the new lot add the cost 
of moving the house and the costs of foundations, plumbing and 
electrical installations ; subtract the total from the selling price of 
the old lot; and keep within the time limit.—Revenue Ruling 
94-156. . . . It may be some consolation to know that if you are 
broke—so broke that you can’t pay delinquent federal taxes—and 
you are out of a job, the Commissioner cannot levy on your state 
unemployment check.—-Revenue Ruling 54-171. 


ry 

| Hk PROCEEDS of a group life insurance 
policy bought by the employer are taxable under the federal es 
tate tax. The court said the payment of the premiums by the 
employer were in the nature of additional compensation for serv- 
ices rendered or to be rendered.—Commercial National Bank and 
Trust Company of New York (Will of Kent) v. Johnson, 54-1 
uste © 10,945... . but contributions by the employer for the 
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purchase of group term insurance are not taxable to the employe 
On separation from employment the employee would have th. 
right to convert to permanent insurance, and since he would hav: 
to pay additional premiums, the emplovee—not the employer 
would have borne the cost of “permanent insurance.”-—Reyvenu 
Ruling 54-165 


sé 

Dire MINATION LETTERS’ —this 1s 
the name of a new type of ruling that local directors are author 
ized to issue They can have reference only to completed transac 
tions, returns filed in the district, and can relate only to questions 
covered by statute, Treasury decision, regulation, ruling o1 
opinion, or court decision published in the Internal Revenue 
Bulletin. Precedent-fixing rulings can only be issued by the 


Washington office. Revenue Ruling 54-172. 


' 

C APITAL GAINS RATES apply to the 
liquidation of an employee's trust when a business is sold. The 
employees of a department store received in one year all that was 
due them under an exempt employee trust. The employer sold 
out to another corporation. The trust was liquidated. The ex 
cess of the distribution over the contributions was a long-term 
capital gain. The employees were separated from their old em 
ployer, even though they continued to work for the new corpo 
rate employer in the same capacities.— Miller, CCH Dee. 20,334, 


22 ‘TC , No. 41. 


‘gy 

| Hilf TAN COURT has recalled the Stokes 
decision, CCH Dee. 20,177, 21 TC _ No. 89. This was the case 
in which it was held that a nurseryman, like a farmer, has an 


option to use the cash basis of accounting. 


W ATCH IT WHEN YOU REPAIR the 
landlord’s roof. The Fifth Circuit has just affirmed a Tax Court 
holding that a lessee cannot deduct as either a casualty loss or a 
business expense the cost of repairing the roof of leased premises 

Levy v. Commissioner, 54-1 uste 9.9377 


\ RADIO OUIZ-PROGRAM WINNER of 


a trip to Brazil claimed he should not be taxed on his winnings 


because the trip was not transferable—it couldn't be sold by him, 
therefore it had no value. The Tax Court saw it differently and 
placed a value on the trip and included this amount in the win 
ner’s income. / urner, CCH Dec. 20,335(M). 


June, 1954 @® TAXES—The Tax Magazine 








The Congress 


Progress on the new law.—\When we are to 
have a new tax law is still very much the un 
answerable question. When the Senate Fi 
nance Committee began its executive session 
to study the House bill, it expected to be 
ready to submit its version of the law to the 
Senate by May 15, but that date has slipped 
by. and so will June 1, without the Senate 
getting an opportunity to see the bill 


The Finance Committee has been issuing 
frequent information as to the progress it 
is making with the new law. It is meeting 
both morning and afternoon to speed de- 
liberations, and saving the controversial issues 
until the last. Sections 301-391, which deal 
with corporate distributions, liquidations and 
reorganizations, are being rewritten for later 
action, as are Sections 501(e) and 505, deal 
ing with employee plans 


The committee has rejected provisions 
governing private annuities, investment ac 
counts of real estate dealers and codifica 
tion otf consolidated return regulations 
Finance Committee changes in the partnet 
ship provisions affect depreciation and gain o1 
loss on contributed assets, taxable years, 
transactions between the firm and its mem- 
bers, optional termination or continuance of 
the firm, distributions in kind and payments 
to retiring members. Most of these soften 
the impact of the House-approved provi 
sions Also, the general effective date of 
the partnership provisions would become 
December 31, 1954, instead of December 31, 
1953 

The committee has now ok’d—but with 
many important changes—-the provisions of 
the House bill dealing with estates, trusts, de 
cedents, partnerships, imsurance companies, 
capital gains and losses, foreign income and 
taxpayers, and estate and gift taxes 


Life insurance taxation.— Ihe subcommit- 
tee of the Wavs and Means Committee has 
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Washington Tax Talk 






Progress on New Law .. . 
Life Insurance Taxation . . . 


Service-Taxpayer Relations 








invited officials of the insurance industry to 
meet with it on June 10, 1954, for the pur 
pose of discussing future plans for the taxa 
tion of insurance companies 


The Secretary 


Ceiling on federal taxes.—The proposed 
constitutional amendment to place a 25 per 
cent ceiling on federal taxes is not dead by 
any means, and crops up every now and 
then to plague the taxmen of the Admin 
istration. Secretary Humphrey recently told 
the Senate Judiciary Committee that such 
a ceiling would cost the federal government 
$13 billion in revenue. He outlined his views 
in a letter to the committee while hearings 
were being held on Senate Joint Resolution 
23, which would provide limitations on tax 
ing powers through an amendment to the 
United States Constitution 


The Supreme Court 


Certiorari has been denied in the following 
cases: 

Cincotta, 54-1 uste § 49,013 (CA-2) 
The district court committed no error in 
denying a motion to’vacate its order direct 
ing a hospital to allow an internal revenue 
agent to inspect hospital books in order to 
obtain names and addresses of a doctor's 
patients for certain years 

Kann v 
(CA-3) 
rate funds; joint return not signed by wife; 
penalties 


Commissioner, 54-1 ustc § 9144 
Concealed withdrawals of corpo 


Brand v. Commissioner, 54-1 usre 9 9166 
(CA-6) Cost ot defending title against 
brother as capital expense 


Rehearing of certiorari has been denied 


in the following case: 
Nitterhouse v. U. S.. 53-2 ustce 99573 


(CA-3).—Year condemnation award received 
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Certiorari has been granted in the follow- 
ing case: 

Koppers Company, Inc. v. U. S., 54-1 
{ 9104.—Taxpayer was entitled to refund of 
deficiency interest paid on a “potential” defi 
ciency never assessed and partially eliminated 
by a recomputation of excess profits credit 
under Code Section 722 


Certiorari has been applied for in the 
following cases: 


Fisher v ( 
(CA-6) 
terest 


54-1 { 9219 
A cash-basis taxpayer realized in 
the differ 
received and 


Ommisstoner, USTC 


income in the amount of 


ence between the sale 


price he 
the lower face value of the 


which 


notes, interest on 
was in default, even though none of 
the sale price was allocated to the accrued 
interest 


Maxwell v 
(CA-4) 


(partners in a 


14-1 usTt 
two 


Commissioner, 4 913) 


Trusts brothers 


created by 


mercantile wert 


business) 
not members of the partnership where no 
new partnership 


after the 


agreement Was 
creation of the 


executed 
and the 
trustees took no active interest in the business 
54-1 uste 
court held that the 
admitting a net 


trusts 


Smith v 
(CA-1) 
trial 


worth 


C ommtsstoner, 
The appellate 


court did not err in 


© goI959 


statement signed by 


and 
that there was no merit in an objection to 


taxpayer 


the trial court’s failure to instruct the jury 
that an increase in net worth did not mean 


income 


National Beverage Laboratories v. Commis 
53-2 79659 (Ct. Cls.).—Tax 
payer, in 1943-1945, made sales at allegedly 
over-ceiling prices, accruing the amounts in 
those years. In 1948, the government brought 
an unsuccessful 


sioner, UST¢ 


suit to recover three times 


the excess prices. ‘Taxpayer's contention 
that the 1943-1945 sales were not accruable 
until 1948 was rejected because its right to 
receive the amounts accrued (as against its 


customers) in 1943-1945 

Jr Toy 
(Ct. Cls.) 
ject to 


Corporation, 53-2 ustc {| 9660 


Karnings sub 


taxable to an 
accrual-basis taxpayer in the year payable, 
subject to prope that 


subsequent 


trom 
were 


contracts 
renegotiation 


adjustment in yeal 


because of 


and 


renegotiation in a 


a resultant 


yeal reduction 


in prohts 


54-1 ust 


members of a 


Boyt v. Commisstoner, 
Trusts to 


« 9701 
family 
partnership transferred partnership interests 
for their chiidren’s benefit 
nized for tay 


which 


were not recog 
purposes 


part 


The grantors did 
not intend to 
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The Commissioner 


Service-taxpayer relations.—The following 
letter was recently sent by the Commissioner 
to regional commissioners and district directors 

“The urgent need for the prompt assess 
ment and collection of every dollar of tax 
revenue due under the law has been emphasized 
in prior discussions and communications 
Similarly, our policy to increase the number 
of agreements and to reduce to the mini 
mum controversy between 
payers and the Service, especially in 
audit and appellate work, has been re- 
peatedly stated. It is vital that there be no 
misunderstanding of the 


areas of tax- 


our 


interrelationship 
of these two ideas 

“In a nutshell, it is our duty to see to it that 
to the greatest possible extent, considering the 
resources at our disposal, all taxpayers 
promptly pay the correct amount of their taxes 
with the 


“ 


least possible controversy 
$y ‘correct amount of tax’ we mean 
just what we say. To exact more from any 
taxpayer is to take property 
law, and we 
intend to operate on that basis 
ing at it from the 
knowingly ever 
payer than we 
to do so would 


taxpayer's 


without due 
certainly do not 


Nor, look 


should we 


process of 


other side, 


exact less from 


sincerely feel he 


tax- 
owes, tor 
be to discriminate in that 
favor to the detriment of ail 
other taxpayers and make ourselves guilty 
of a serious breach of trust 


any 


3y ‘least possible controversy’ we mean 
that our objective is to obtain the greatest 
possible number of agreements to our deter- 
minations without sacrificing the quality or 
We be- 

number of agreements can 
increased, but we do not 
that all 
agreement 


integrity of those determinations. 
lieve that the 
and should be 
expect, of 


course, can be 


Audit o1 


Cases 
€ ke sed by 


Appellate 


either in 


“Moreover, while we want to make abso- 
lutely that we approach dis- 
with a taxpayer in a spirit of 
conciliation, taxpayers as well as ourselves 
must realize that 

that 
recognize the 


sure every 


agreement 


conciliation is not a one 
must be as 
weight of 


way street, 


willing to 


taxpayers 


argu 


ment when it is on our side as we are to 


recognize the weight of 


argument when it 


is on their side. 

“We do not wish to promote unnecessary 
controversy or engage in unnecessary litiga 
tion. At the should seek 
agreements only on a proper basis, never 
settlement at any cost. In short, the guide 
must be the rule of reason; carefully, intelli- 


samne time, we 


gently, conscientiously, and fairly applied.’ 
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Don't Be Tax Blind— 
Some Don'ts in Estate Planning 


By BENJAMIN M. BECKER, Chicago Attorney 


have been 


——- ES written on the 
very important subject of estate plan- 
Most of the emphasis has been placed 
on the tax aspects of estate planning, and 
little the personal and 
economic aspects ofa proposed estate plan 

The theme of this offering is: 
tax blind!” 


ning 


too emphasis on 


“Don’t be 


Prime consideration 


be accorded the 


should at all 
owner’s objectives 
with respect to his family; the needs of his 
spouse, children or parents; 


times 
estate 


or perhaps the 
estate owner’s desire to leave a goodly por- 
tion of his estate to others than his immediate 
family—all irrespective of tax consequences. 
It is intended to discuss various aspects of 
estate planning and to note some of the 
factors that ought to be considered in addi 


tion to tax-saving “ideas.” 


Marital Deduction 


When in 1948 provision was first made in 
the Internal 
deduction, 


Revenue Code? for a marital 


businessmen, planners 


estate 

1Revenue Act of 
Revenue Code, Sec 
81.47a-81.47e 

2 Literature dealing 
tion is vast and 
recent articles 
are noted 

Low, and 


1951, Sec. 361 
812(e) 


Internal 
Regs. 105, Sec 
with the 
valuable 

which have 


marital deduc- 
A few of the more 
appeared to date 


others, ‘‘Tax Aspects of Estate 
Planning,’’ Proceedings of New York University 
Tenth Annual Institute on Federal Taxation, 
pp. 901, and following (1952) 3ecker, and 
others Symposium on Estate Planning,’’ Pro 
ceedings of the First Annual De Paul University 


Estate Planning 


Factors to Be Considered in 
Addition to Tax-Saving “Ideas” 
Are Noted in This Article 


and even a few trust men and lawyers— 
hastened, without detailed consideration, to 
amend wills, trusts and life insurance pro- 
grams in order to the marital de- 
Here new deduction that 
presented an opportunity for tax savings. No 
one wanted to out on what at first 
blush appeared to be a windfall for estate 
owners. 


utilize 
duction. Was a 
miss 


Since that time, most of the pos- 
sibilities of the marital deduction as an 
opportunity for tax savings have been ex- 
plored.2 In many situations it is found that 
there is little the marital deduc- 
Nevertheless, the oft-repeated inquiry 
“Did you 
marital deduction?” 


magic in 
tion. 


is heard: take advantage of the 


Institute on Federal Taration, pp. 111, and fol- 
lowing (1952): Casner, ‘‘Marital Deduction 
Provisions of Trusts,'’ 64 Harvard Law Review 
582 (1951); Parks, “Introduction to Marital 
Deduction,’’ 23 Rocky Mountain Law Review 
295 (1951): Lourie, ‘‘Marital Deduction as Ap- 
plied to Life Insurance and Annuity Contracts,”’ 
Proceedings of New York University Ninth 
Annual Institute on Federal Taxation, p. 103 
(1951); and Edmonds, ‘‘Adventures in Marital 
Deduction,'’ 39 Illinois Bar Journal (Supp.) 66 
(1950) 
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Mr. Becker is the author of Illinois 
Lawyers’ Manual and lecturer, DePaul 
University College of Law. He is 
executive director, DePaul University 
Institute on Federal Taxation. 


Most of the 
tal deduction 
loo little 
why the 


reasons for utilizing the mari 


have already been explored 
about the 


deduction 


has been said reasons 


marital ought not be 


used 


Don’t needlessly use the 


marital deduc 


tion unless it is reasonably apparent that the 
estate will exceed the applicable exemptions 
and deductions Don’t use the marital de 


duction if there is any 


sound personal rea- 


son why the 


spouse ought not to have even 


the minimum requirements of life income 


and general power of appointment’ 

The 
pendent and adequate income of her 
Why, then, give her a life and add 


that to income independently received, bring 
ing the spouse into the 


surviving spouse may have an inde 
own 


Income 


brac k 
paid to 


discretion of a 


higher income 
ought to be 
spouse at the 


ets Perhaps income 
the surviving 
trustee 


Perhaps the spouse is Of an 
nature or likely to be the dupe of a 
talking bond Then the 

owner ought to think twice before 
the spouse the principal 
It might be wise to leave that power to the 
discretion of the it might be 


extravagant 
fast 
salesman estate 
he gives 
power to invade 


trustee, o1 well 
income, if the 


incl pende nt estate 


to accumulate 


spouse has an 


he spouse may and exercise his o1 


remarry 
her power of appointment in favor of a second 
husband or hus, children might be 
denied the opportunity of sharing in the in 
come or principal of the marital trust. Pet 
haps here, too, in the event that the 
ought to be 


discretion of the 


wile 


Wile 


remarries, the mecome paid to 


the wite at the trustee 
or, aS an alternative, 


from the 


income 
ought to be left 
right to draw princi 
pal, but giving the income from the resid 


pe rhaps the 
trust 
without the 


residuary 
to the wife 


Code Sec. 812(e) (1) (F) 

* A few are noted 

O'Neal, ‘Restrictions on Transfer of 
in Closely Held Corporations,’ 
Review 773 (1952) Appleman 
proach to Buy-and-Sell Agreements,’’ TAXEs, 
November, 1952, p. 821; Cataldo, ‘Stock Trans- 
fer Restrictions and the Closed Corporation,”’ 37 
Virginia Law Review 229 (1951): Currie Buy 
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uary trust to the 


remarriage. 


children in the event of 
Perhaps, too, the wife’s right 
to appoint the marital trust ought to be 
terminated in the event of remarriage 
Clearly, the power of a spouse to divert the 
marital property to a second spouse on re 


marriage should receive careful consideration 


Don’t assume that the children will re- 
ceive the marital trust property as a result 
of the wife’s default in exercising her power 
of appointment. too, that the 
spouse may exercise her power of appoint 


ment in tavor ot her 


Consider, 
needy or, perhaps, de 


manding relatives 


One should not blindly assume that the mari 


Always 


carefully compute the relative aggregate tax 


tal trust ought to be used in any event 


upon the passing of both spouses, with and 
without the use of the marital deduction 
It is fairly clear that where the joint estate 
is divided into 


between the 


substantially equal portions 
may be 


transter 


spouses, no Savings 
effected in the aggregate 
Neverthel oa. i 
ize the 


will be 


cost 
might be desirable to util 
marital deduction \ tax 
effected on the death of the first to 
The spouse utilize het 
independent estate for living expenses, pet 


Savings 


die. surviving can 


haps consuming it during her lifetime, and 
the second transfer costs would be substan- 
tially 
disparity in 


Moreover, where there is a 
between the 


ré duc r d 
age spouses, i 
lifetime of 


the surviving spouse on that portion of the 


come may be realized during the 


tax saving incident to the marital deduction 


Business-Purchase Agreements 


The literature dealing with the 
of business-purchase¢ 


importance 
agreements to owners 
of stock in closed corporations, partners and 
proprietors little 
Business-purchase agreements underwritten 
by life insurance 


needs supplementation." 
and 
, market for the 
business 


afford an excellent, 
sometimes the only available 
orderly liquidation of a 


Frequently, a forced sale IS avoided 


Many 


interest 


problems must be considered in 


formulating such agreements, for example, 
fixing of a fai 


purchase price, provision 
funds for payment of the purchase price, 


adequate terms for payment of the purchase 


ot 


and Sell Agreements with Respect to Corporate 
and Partnership Interests 1950 Wisconsin Lau 
Review 12 (1950); Ness, ‘‘Federal Estate Tax 
Consequences of Agreements and Options to 
Purchase Stock on Death,"' 49 Columbia Lau 
Review 796 (1949); and Hamilton, ‘‘Should the 
Corporation Be a Party to a Stock Purchase 
Agreement?’ 4 Journal of the American Society 
of Chartered Life Underwriters 44 (1949) 
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price, reconsideration of the 


agreement to 
make changes necessitated by new condi- 


tions and, perhaps, even the termination of 


the agreement, under some circumstances. 


Krom the standpoint of the 


owner oO! a 


controlling 
enterprise, it is not 
always true that a business-purchase agree- 
ment is desirable. 
wish to have a son succeed to the manage- 
ment and ownership of the business. No 
should be 


fore, committing him to 


business 


Perhaps it is the owner's 


agreement 


entered into, there 


a sale of the business 


One of the objectives of such agreements 


? 


to effect an 


is 


orderly sale of a business 


enterprise at a tat There is always 
the possibility that a:controlling interest in 
a corporation may produce the maximum 
purchase price where there is a free market, 
without the legal obligation to sell to an 


at a fixed price. It may 


price 


associate be most 


desirable to leave the heirs free to sell the 
business to anyone, and at the highest price. 
This, of course, is not true 


stockholder. 


sell agreement 


with respect to 
A firm buy-and- 
represent his only op 


the minority 


may 
portunity to dispose of his stock 


Fixing the purchase price in business 


agreements 1s Of paramount 
In general, the test should be 
fair price for the 
sold? What would the business owner 
currently for his 


importance.® 
What is the 
interest to be 
take 


other 


business 
shares of stock or 
business interest? 


Designation of a fixed purchase price is 
The value 
undoubtedly 
vary as time passes, and the fixed purchase 
price may 


undesirable for many reasons 


of the business 


interest will 


become inadequate or excessive, 
Provision for amendment and periodical ad- 
justment is of no avail, as the parties may 
not be able 
the fixed 


to agree to an adjustment in 
purchase price Where a fixed 
surchase price is used, provision should be 
inade for automatic adjustment without tor 
mal agreement—for instance, adjustment by 
reference to net worth, inventory, sales or 


capitalization of earnings 


The use of book value as a measure of 


purchase be entirely 


| here 


mcome Is a 


price may inadequate 
are many business enterprises where 
much accurate 


than book value 


more guide to 
Don’t over 


look the desirability of capitalizing average 


market value 


earnings for a reasonable period in order to 


add to book value, where used. 


>Some of the more recent articles on the 
subject are Little, Payments by a Partner- 
ship to Former Partners or Their Estates,” 
TAXES. June, 1953, p. 439: Pavenstedt, ‘Efficacy 
of Restrictive Stock Agreements to Control 


Estate Planning 


Where neither book value nor capitalized 
income are adequate guides, perhaps a cap- 
itglization of earnings of the individual— 
whether in a partnership or as a stockholder- 
employee of a corporation—would be more 
appropriate. Frequently an independent 
appraisal of the assets of the business enter 
prise can fairly be used as a guide to value. 
In any event, provision should be made for 
review of the agreement from time to time. 


Not infrequently, too little consideration 
is given to providing funds to purchase the 
business interest on the demise of a co- 
owner. ‘The purchase of life insurance poli- 
the life of 


best 


cies on the business owner will 


this problem. However, 
provision should be made for the method of 
payment of that portion of the purchase 


price exceeding the available life insurance 
proceeds Or f 


often solve 


the entire purchase price, if 
there are no life insurance proceeds. 


Not to be overlooked is the very serious 
problem of affording the surviving co-owner 
sufficient time to pay the purchase price 
without undue burden on the business enter 
Conversely, it is to the interest of the 
estate of the deceased owner to secure pay- 
ment of the purchase price at the earliest 
possible date; it should not be subject to 
the vicissitudes of business operations. It 
is of prime interest to the seller that the 
purchase price be paid, irrespective of the 
successful operation of the business enter- 
prise by the survivor. Nevertheless, the 
survivor ought not to be burdened 
payment of the price 
short 


prise 


with 
over too 
In any event, all pertinent 
factors should be carefully considered. 


purchase 
a peri rd 


Tax incidence to the survivor in effecting 
the pure hase should he reviewed. The 
the survivor, individually, of 
the interest of a deceased owner or associate 
owner may involve an undue financial bur 
Funds used by 
course, 


alter the 


purchase by 


den the survivor 


come out ot net 


must, ot 
earnings—that is, 
survivor has paid federal income 
taxes on his personal income. With the in 
impact of federal income taxes, 
that may present a serious problem to the 
survivor in consummating the purchase. In 
the case of a corporation, it might be ad 
visable to make the agreement with the 
corporation itself, having the corporation 
retire the shares of the deceased 
holder out of corporate funds 


creasing 


share- 
In the same 


Estate Tax Valuation,’’ 51 Michigan Law Revieu 
1 (1952): Currie, work cited; and Price, ‘’Valua- 
tion of Close Held Stocks: A Lottery in Federal 
Taxation,’’ 98 University of Pennsylvania Law 
Review 367 (1950) 
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manner, a saving may be available in pro 
curement of life insurance to fund the agree- 
ment out of corporate receipts which age 
not distributed or taxed in the torm of 
dividends. 

Not infrequently, there is overlooked the 
desirability of providing collateral security 
to the seller until the full purchase price 1s 
paid. Where any portion of the purchase 
price remains unpaid, provision should be 
made that all of the shares to be sold re- 
main as collateral security, with appropriate 
provisions for remedy in the event of de- 
fault in the payment of the purchase price.® 


The estate plan of the business owner 
may contemplate the creation of children’s 
trusts, to which the estate owner may de- 
sire to transfer some shares in the corpo- 
rate enterprise. Provision should be made 
for the right of the estate owner to trans- 
fer shares to such trusts, subject to the 


restrictions of the business-purchase agree- 
ment. 


In recent years, business enterprises have 
been divided, merged, consolidated, dis- 
solved or otherwise reorganized to effect a 
tax-saving program, For example, the Rev- 
enue Act of 1951 permits “spin-offs” under 
certain circumstances.’ Business-purchase 
agreements ought to be sufficiently broad 
so as not to preclude the reorganization of 
the business enterprise. The agreement 
ought specifically to permit the reorganiza- 
tion of the business enterprise and, further, 
it should apply to interests in the reorgan- 
ized business enterprise. 

In some instances, interests in a business 
enterprise are evidenced by notes or bonds 
in addition to capital stock. Consideration 
should be given to the inclusion of the notes 
and bonds as a subject-matter of the sale 

Frequently, the business enterprise is the 
holder of a lease on a plant jointly owned 
by the same shareholders or partners. The 
lease may be of prime importance to the 
successful operation of the business Provi- 
sion might be made for the sale of the de- 
ceased co-owner’s interest in the plant. In 
the alternative, there should be seme assur 
ance that the business enterprise will con- 
tinue to have the opportunity to lease the 
plant. The loss of a valuable lease might 
prove to be disastrous to the surviving co- 
owner, 





Life Insurance 


Life insurance plays an important role in 
the planning of an estate. There are many 
objectives in the purchase of life insurance 
as for key-man protection, for funding of 
business-purchase agreements and for pro- 
vision of funds for the payment of federal 
estate and inheritance taxes. Not infre- 
quently, the plan adopted does not fully 
accomplish the objective. 


In purchasing life insurance, the ultimate 
objective should always be kept in mind. 
If it is key-man protection, the owner of 
the insurance should be the corporation 
or employer or the person or firm to be 
protected. If it is insurance to fund a 
business-purchase agreement, the proceeds, 
in general, should be held inviolate for 
use in acquiring the business interest. The 
proceeds of such insurance should not be 
made available for general business operations 
except in unusual circumstances. A simple 
and effective means is to trustee the fund 
through the designation of a trustee to hold 
the shares or other business interest and 
receive the insurance proceeds 


If the life insurance is intended as a 
fund to pay transfer costs, consideration 
should always be given to the most eco 
nomical, effective and tax-wise method of 
purchasing such insurance. Why increase 
the gross estate of the decedent or the 
insured by having the insured purchase 
the policies on his own life? Consider the 
purchase of such insurance by the spouse on 
the life of her husband, with premiums 
payable with her own funds. 


In the arrangement of personal insurance 
there exists the ever-present conflict be 
tween firm or “tight” installment-payment 
arrangements versus a more elastic arrange 
ment. With uncertain economic conditions 
and the increasing problems of forecasting 
the economic future even over a short span, 
it would seem best to err on the side of 
liberal distributive patterns. Don’t overlook 
the tax advantages of annuity arrangements 


One should give consideration to a trus- 
teed arrangement for the payment of life 
insurance proceeds in order to effectuate 
a more liberal and elastic method of dis 
tribution to beneficiaries. 


* The seller's security interest in such shares 
should not, however, deprive the purchaser of 
voting them and reserving any dividends which 
may be paid. In order to comply with the laws 
of the state of incorporation, it may be neces- 
sary to provide that the certificate evidencing 
shares being purchased shall be surrendered and 
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that new certificates shall be issued in the 
name of the purchaser, to be endorsed in blank 
and delivered to the seller as collateral security 
for the payment of the purchase price. 

* Revenue Act of 1951, Sec. 317(a), Code Sec 
112(b) (11). 





aed Oa tee 2 





| 
| 
| 
i 








Don’t tie up insurance 


proceeds with 


marital provisions just to save taxes. For 
personal reasons it may not be desirable 
to give to the spouse a right to draw down 
principal or a power to appoint. Be tax 
wise, but not tax foolish. 


Don’t name specific beneficiaries merely 
to avoid inheritance taxes under state law. 
The estate may need the cash to pay trans- 
fer costs and perhaps to satisfy some spe- 
cific bequest. Consider a life insurance 
trust integrated with the last will. Where 
a substantial portion of the estate consists 
of assets not readily convertible to cash, it 
is imperative that a sufficient portion of 
the insurance proceeds be available to the 
executor in order properly to probate the 
estate and to effectuate economic adminis- 
tration of the estate. 


Don’t 
annuity 


arrange for 
payments out 


fixed-installment or 
of proceeds of in 
surance just to save federal income taxes.” 
The principal funds may be needed during 
the lifetime of the beneficiary. 


Life insurance owned by the decedent or 
on which the decedent has paid premiums 
is subject to federal estate taxes. Who is 
to pay the tax? The beneficiary of the 
insurance or the executor of the estate? 
Appropriate provision should be made in 
accordance with the insured’s desires.’ Don’t 
burden the executor with the payment of 
substantial federal estate and inheritance 
taxes out of the general estate where insur 
ance is payable directly to specific bene- 
ficiaries. 


Consider an arrangement for 


reimbursement for such expenditures by 


the beneficiary. 

Where insurance is made payable to a 
minor, don’t overlook the desirability of 
appointing a guardian of the minor’s estate 
in the last will. Payment of inheritances 
to minors presents many problems that re- 
quire detailed 
management 


consideration, 
and 


for example, 
investment of funds and 


* Code Sec 
(b) (2) 

‘In the absence of provisions in the last will 
with respect to reimbursement to the executor 
of a decedent's estate, the executor may seek 
reimbursement for federal estate taxes paid 
from the estate or from beneficiaries of life 
insurance on the life of the decedent (Code 
Sec. 826; Regs. 105, Sec. 81.84.) See Priedeman 
v, Jamison, 47-1 ustc § 10,563 (Mo.). 

% See Fleming, ‘Gifts for the 
Minors,’’ 49 Michigan 


22(b)(2)(A); Regs. 118, Sec. 39 22 


Benefit of 
Law Review 529 (1951) 
and Becker, ‘‘Gifts of Life Insurance,'’ 6 Journal 
of the American Society of Chartered Life 
Underwriters 323 (1951). 

1 Becker and Becker, 
Gifts TAXES, November, 


‘Tax Advantages of 
1950, p. 1036. 


Estate Planning 


provision for discretionary distributions of 
income or principal.” 


Gifts and Living Trusts 


Gifts and living trusts are effectual de- 
vices for minimizing transfer costs." Gifts 
within the gift tax specific exemption and 
exclusions reduce the gross estate other- 
wise subject to transfer costs. Such gifts 
may result, too, in minimizing income taxes 
on the donor. Income taxes may be saved 
by deflecting income to a group of indi- 
viduals or entities. The trust device may 
be used effectively in making gifts in order 
to control distribution and avoid dissipa 
tion by beneficiaries. 

Whatever advantages accrue, gifts should 
not be made enly to save taxes. 

It is unwise to make a gift unless -the 
donor firmly believes that he may eco- 
nomically and wisely divest himself of the 
substance of the gift, and that he will never 
need its return. 

One should act very slowly in making 
a gift of stock of a corporation, 
particularly where it represents the con- 
trolling interest. With few exceptions, 
founders of a successfully operated closed 
business enterprise ought not to relinquish 
control, even to a witfe’or child. The warm 
est relationships in the best of families 
sometimes turn cold. The wife to whom 
the stock is given may initiate a divorce, 
and the stock might conceivably come to 
rest in a second husband. A child to whom 
stock is given may die, and the stock might 
end up in the possession of an inconsiderate 
son- or daughter-in-law. 


closed 


Consider gifts in trust as a means of 
exercising some degree of control, as pet 
mitted by law, without adverse tax conse 
quences.” Trusts have many advantages. 


If the estate owner is determined to make 


a gift of stock in closed corporations, then 


consider the possibility of a corporate re 


2 No such gift should be made without a care 
ful examination of the tax consequences appli 
cable thereto by reason of the so-called “Clifford 
regulation,’’ Regs. 118, Sec. 39.22(a)-21, which 
provides, in general, that the income of a trust 
is taxable to the grantor if: (1) the corpus 
or income therefrom may return to the grantor 
after a relatively short term of years; (2) the 
beneficial enjoyment of corpus or income is 
subject to a power of disposition exercisable 
by the grantor, or another lacking a substantial 
adverse interest; or (2) the corpus or income 
is subject to administrative control exercisable 
primarily for the benefit of the grantor. But 
see Commissioner v. Clark, 53-1 ustc § 9217, 202 
F. (2d) 94, as to partial unconstitutionality of 
the regulation. 
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capitalization so that nonvoting common o1 
preferred stock 
gift, rather 
ing the 


may be the subject of the 
common stock 


controlling interest 


than represent- 
This may 
accomplish the objective of minimizing trans 
fer costs without the danger of losing control 


of the business enterprise 


Before 


sible 


making a gift, consider the pos 
and estate tax burden to the 
donec If the gift is of income-producing 


property, it 


Income 


may burden 
on the donee so as to make the gift uneco 
nomi Moreover, when the donee dis 
poses ol the gift, his cost basis will be that 
of the donor if than the fau 
market value at the time of the making of the 
gift.” Thus, the 
sale of the 


increase the tax 


that is less 
capital gains tax on the 
property might be 
greater than contemplated 


substantially 


Don't 
ini apable or 
other 


make an outright gift to a donee 
managing the gift ‘Tax 


advantages 


and 
with the 


a spend 


may disappear 
dissipation of the gift by a minor, 


thrift son or an extravagant wite 


In making a gift, the 
mizing 
the gift 
tion ol 


objective of mini 


transite defeated by 


costs may be 
having been 
death." That 


be carefully considered 


made in contempla 


circumstance should 


In selecting the 
wilt, the donor 


subject matter of the 


should consider the income 
tax advantages of giving income-producins 
property Chat could effectu 
ally reduce the income tax burden on the 
donor by bringing the 


giit mto the 


alternative 


trom the 
bracket of the 


mcome 


lower dome 


If substantial 
general charitabk 
sider the 
exempt 


gifts are to be made for 


purposes, be sure to con 
advisabilitv of establishing a tax 
family foundation as a 


benefit of 


means ot 
allowable 


income 


maximizing the 
table 
time 


char 


deductions from during life 


and reducing 


estate without 


taxes 
control of 


death 


substantial 
property 


sacrificing mcome 


producing after 


Where a gift has 


review the 


be cr 


made, carefully 


estate plan so as to ascertain 


its effect on qualification of specific 


erty for the marital deduction 


prop 


Last Wills 


Don'ts m writing wills could fill volumes, 
but a few are noted in passing 


(1) Most 


ot transtet 


wills provide for the payment 


costs out of the general estate 


" Code Sec 
(a)(2)-1 


113(a)(2): Regs. 118, Sec. 39.113 
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If such is the wish of the testator, that 1s 
fine, but consider the burden 


where, as a result of specific bequests and 


possible 


joint-tenancy and insurance arrangements, 
a substantial portion of the estate 
is payable directly to specific beneficiaries 
Careful should be given to 
provision for reimbursement to the executor.’ 


gross 


consideration 


(2) A “boiler plate” type of will, contain 
ing a testamentary trust with a marital and 
residuary trust, frequently provides that 
the income from both trusts shall be paid 
to the surviving spouse. The aggregate in 
come may bring the wife into a high-income 
tax bracket, yet the testator may be reluc 
tant to divide the income between the spouse 
and surviving children. Consider giving the 
trustee a discretionary right to divert some 
or all of the income to the children where 
the income actually paid to the wife would 
be more than adequate to maintain a fair 


standard of living 


(3) The 


trust are 


advantages of a 
Utilized 
deduction, it 


testamentary 


many 


with or without 


the marital effectuate 


may 
Savings in transter costs; vet tor 


and personal 


economic 
reasons it may tie up the 
for a longer period than is desirable 
Not without justification, many estate 
that early 


effected to the 


‘ 


estate 


owl 
should be 
that 


ers feel distribution 
childr« Nl, 


tied up for 


rather than 


the estate be generations 


(4) Don't automatically provide for dis 
tribution of a testamentary 


children after the 


estate to the 
death of the 
grown 


Spouse If 


the children are 


and have accumulated 


assets of their own or may 


heritances subject to transfer 


come mto in 
costs, 1t may 
be desirable merely 
to the 


to grandchildren 


to leave income rights 


children, carrying the estate over 


could 


gregate 


This procedure 


minimize transfer costs on the ag 
other hand, the 
minors, at the death of the 
spouse, it might be desirable to incorporate 


“spraying provtsions” 


tamily estate. If, on the 


children may be 


to enable the trustee 
to provide for the unforeseen needs of cer 
tain beneficiaries 

(5) Too 
friend is 


frequently a 
made the 
Don’t 
spouse or 
The 


not, 


spouse or deal 


executor and 


automatically 


trustee 


ot an estate 
that the 


estate 


assulne 
friend can 
not, and generally 
ability to do so The 
friend may be too busy with his own prob 
lems. Don't 


manage the 
wife may 


have the 


doc Ss 


overlook the real advantages 
(Continued on page 493) 


™ Code Sec. 811(e); 
% See footnote 9 


Regs. 105, Sec. 81.16 
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Special 


Business Problems 


The Trader, in Effect, Is Permitted to Inventory His 


Securities Even Though the Commissioner Would 


Forbid Actual Inventory Reporting Under Section 22(c) 


Wash Sale Losses— 
A Gift to Securities Traders’ 


By S. WALTER SHINE 


| ESPITE often 

that the aims to 
irom the taxpayer the last cent of reve 
nue, there are 


THE VIEW too 


government 


held 
SqGUuUCCZE 
numerous instances of the 
failure of the government to exact the full 
measure of the Internal Revenue Code 
which the courts have made possible Re 
cently, 100, the research here to be 
has disclosed that. the 

r more has 


recited 
Treasury tor 30 
failed—to its own dis 
speculators in a 
manner clearly intended by Congress from 


The 


securities 


ulvantage—to tax stock 


the outset 
the so-called 


oversight has permitted 


“trader” to offset 
1Cf, Justice Jackson dissenting 
U. S., 343 U. S. 118, 127; Judge 
dissenting in National Bank of 
San Antonio v. Scofield, 482 wst 

F. (2d) 145, 147, 148 (CA-5) 
*Compare T. D. 5512, 1946-1 CB 264, 265-266 
(example 8), with Goldstone v. U. 8., 45-2 usr« 
{ 10,209, 325 U. S. 687 
‘SEC. 23. DEDUCTIONS 
INCOME. 
(e) Losses by 
in individual 
ible 


in Lykes 1 
Hutcheson 
Commerce of 
" 10,631, 169 


FROM GROSS 


Individuals.—In the case of 
losses sustained during the tax 
year and not compensated for by insur- 
ince or otherwise 

(1) if ineurred in trade or business: or 

(2) if incurred in any transaction entered 
into for profit, though not connected with the 
trade or business é 

SEC 118. LOSS FROM WASH 
STOCK OR SECURITIES 

(a) In the case of any loss. claimed to have 
been sustained from any sale or other disposi- 
tion of shares of stock or securities where it 
appears that, within a period beginning 30 
days before the date of such sale or disposition 
and ending 30 days after such date, the tax- 
payer has acquired (by purchase or by an 
exchange upon which the entire amount of gain 
or loss was recognized by law), or has entered 
into a contract or option so to acquire, sub- 
stantially identical stock or securities, then 
no deduction for the loss shall be allowed under 
section 23(e)(2); nor shall such deduction be 
allowed under section 23(f) unless the claim is 
made by a corporation, a dealer in stocks or 


SALES OF 


Wash Sale Losses 


his income with 


having no 
purpose or economic effect except to realize 
taX SaVvIngs 


“wash sales” 


A glance at the Code sections involved ’ 
and at the Regulations’ makes it 
that once the speculator or 
ceded to be a “trade or busi 
there is little room for the argument 
that he should be denied the 
wash sale losses.” But an 


apparent 
trader is con 
engaged in 


ness 


benefits of 
analysis of the 
development of Sections 118 and 23 leaves 
little doubt that it was the dealer and not 
the trader who was intended to be excluded 
from the restrictions of the section 


securities, and with respect to a 
made in the ordinary course of its 

‘REGS. 118. LOSSES FROM WASH SALES 

Sec. 39.1181 Losses from wash sales of 
stock or securities. (a) A taxpayer cannot de 
duct any loss claimed to have been sustained 
from the sale or other disposition of stock or 
securities if, within a period beginning 30 days 
before the date of such sale or disposition and 
ending 30 days after such date (referred to in 
this section as the 61-day period), he has ac 
quired (by purchase or by an exchange upon 
which the entire amount of gain or loss was 
recognized by law), or has entered into a con 
tract or option so to acquire, substantially 
identical stock or securities However, this 
prohibition does not apply (1) in the case of 
a taxpayer, not a corporation, if the sale or 
other disposition of stock or securities is made 
in connection with the taxpayer's trade or busi- 
ness, or (2) in the case of a corporation, a 
dealer in stock or securities, if the sale or 
other disposition of stock or securities is made 
in the ordinary course of its business as such 
dealer 

*’ However, as late as 


transaction 
business.’ 


1935 the Board of Tax 
Appeals suggested that the Regulation which 
excludes an individual engaged ‘‘in the trade 
or business of buying and selling securities’ 
from the wash sale restriction, may not ‘‘be 
a permissible qualification of the statute."’ 
Coulter, CCH Dec. 8960, 32 BTA 617. Also 
cf. cases cited in footnote 14, below Contrast 
this with Morris, CCH Dec. 10,114, 38 BTA 265 
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ant to the Attorney General, Tax Division, 


Department of Justice. He is now tax counsel 








One who devotes a substantial portion 
of his time to, and engages in a substantial 
number of purchase-and-sale transactions 
ol, securities for profit on his own account 
has, by long-standing definition, been 
deemed “engaged in a business,” and is 
known as a trade (1.T. 1818, I1-2 CB 
39 (1923).) He is differentiated from the 
“dealer” who maintains an_ established 
place of business for the purpose of buying 


and selling securities to customers.” 











the 
tax treatment of the two is that the dealer 
alone is permitted to “inventory” his s« 


‘The important difference between 


curities, that is, to report his unsold securi 
ties on hand at the end of his tax year 
at cost or market value, whichever is lower, 
or at market value.’ This 1s crucial, Since 
the benefit derived from inventorving at mar 
ket (when market is lower) is identical 
with that derived from wash sales! This, 
from the very inception of the wash sale 
provision, was the reason for exempting 
the dealer who, by inventorying, achieved 
the same results 


The trader, however, was never permitted 
to inventory his securities*® and, by the 
same token, ought never to have been per 








* Regs. 118, Sec. 39.22(c)-5: ‘“. . a dealer 
in securities is a merchant of securities, whether 
an individual, partnership or corporation, with 
an established place of business, regularly en- 
gaged in the purchase of securities and their 
resale to customers; that is, one who as a 
merchant buys securities and sells them to 
customers with a view to the gains and profits 
to be derived therefrom.’ Both the dealer and 
the trader are to be distinguished from the 
investor who is not, by virtue of his invest- 
ment activity (no matter how large his port- 
folio) carrying on a trade or _ business.”’ 
Higgins v. Commissioner, 41-1 vustc % 9253, 312 
U. S. 212. And not all speculators are traders 
Bedell v, Commissioner, 1 ustc § 359, 30 F. (2d) 
622 (CCA-2, 1929) 

’ “REGS. 118. LOSSES FROM WASH SALES 

‘Sec. 39.22(c)-5 Inventories by dealers in 
securities A dealer in securities who in his 
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Until recently, Mr. Shine was special assist- 


for Danzansky and Dickey, Washington, D. C. 





mitted to realize artificial losses through 


the wash sale medium. 


How, then, did it happen that the trader 
escaped the wash sale restriction? Be 
cause, by a curious accident in statutory 
drattsmanship, the distinction between the 
business of “dealing” in securities and the 
business of “trading” in securities was over 
looked, and the two “businesses” wer 
treated as if they were tl 


e same 






Legislative Development 


Until 1921 there was no disallowance 
of wash sale _ losses. In the 1916 Act, 
deductions were allowed under separate 
subsections for losses incurred in business 
or trade, and for losses sustained in trans 
actions entered into for profit, though not 
connected with business or trade.® Similar 
provisions were included in the 1918 Act 
with Section 214(a)(4) covering trade o1 
business losses and 214(a)(5) covering the 
nontrade or nonbusiness losses. 

The 1921 Act wrote into Section 214(a) (5) 
the first wash sale provision in language 
substantially identical to that now found in 
the Code. The provision first appeared 








books of account regularly inventories unsold 
securities on hand either 

‘(a) At cost, 

““(b) At cost or market, whichever is lower, or 

““(c) At market value, 
may make his return upon the basis upon 
which his accounts are kept. . Bag 

* Adirondack Securities Corporation, CCH Dec 
6934, ‘23 BTA 61 (1931); Seeley v. Helvering, 
35-1 ustc { 9362, 77 F. (2d) 323 (CCA-2, 1935); 
Schafer v. Helvering, 36-2 ustc § 9537, 299 U. S. 
171: Hammitt v. Commissioner, 35-2 ustc { 9568, 
79 F. (2d) 494 (CCA-3); Commissioner v. Bur 
nett, 41-1 ustc { 9347, 118 F. (2d) 659, 661 
(CCA-5); O. D. 8, 1 CB 56 (1919); I. T. 1818 
II-2 CB 39 (1923) See A. R. R. 755, I-1 CB 
225, a borderline case, where one who seems 
to have been a trader was classified as a 
‘‘dealer.”’ 

* Sec. 5(a), pars. 4 and 5, 1916 Revenue Act 
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in the House bill with the report explain 
ing its purpose as follows 


“Section 214 would limit the deductions 
for losses by providing that no deduction 
shall be allowed for losses sustained in the 
sale of securities where the taxpayer at 
or about the time of such sale purchases 
identical This will, if 
adopted, prevent evasion of the tax through 
the medium of wash sales.” 


securities. change 


The provision which was thus explained 
was drafted to read: 


“No shall be allowed under 
paragraphs (4) and (5) for any loss claimed 
to have been sustained in any sale or othe1 


deduction 


disposition of shares of stock or securities 
made after the Revenue 
Act of 1921 that at o1 
about the time of such sale or other disposi 
tion the 


passage of the 
where it appears 
taxpayer has 
property in the 
sam 


identical 
substantially the 
amount as the property 


acquired 
same o1 


sold or dis 
posed o!1 - 


It should be noted that this disallowed 
such deductions under paragraphs (4) and 
(5) If adopted in that fashion, the result 
would have been to even 
in the those incurred them 
(under paragraph (4)) in a trade or busi- 
that is, the who sells to 
customers and repurchases without regard 
to the tax effect, but in order to replenish 
his inventory. 


disallow losses 


case of who 


ness, “dealer” 


When the bill reached the Senate it 
subjected to a line-by-line analysis by the 
Senate Finance Committee for nearly a 
month. This analysis was in the form of 
the “testimony” of Dr. T. S. Adams, a 
Treasury advisor, who was the “father” of 
the 1921 Act. This testimony has come to 
be known as the “Dr. Adams’ Statement,” 
and was published as the Senate committee 
hearings.” It is 


Was 


evidence otf 
purpose. 


significant 
legislative understanding and 


On pages 51 and 52 of the statement the 
wash sale section was first mentioned and 
the kinds of situations which gave rise to 
its need were discussed. Dr. Adams read 
Section 214 in 


following 


addition to 
its entirety and the 
then took place: 


the props sed 
exchange 
another 


“Senator Smoot. That is 


plicated thing. 


com 


“Dr. Adams. Men are now selling securi- 
ties at 10 o’clock in the morning and buying 


1 Hearings before the Committee on Finance 
(67th Cong., 1st Sess.) on H. R. 8245 (Septem- 
ber 1-October 1, and October 8, 1921) 


Wash Sale Losses 


them back at 12 o'clock, in order to claim 
a loss. The House believed that that should 
not be permitted. 
able trouble with it, where the 
does that and back 
securities at the 
change I 


We have had consider- 
taxpayer 
identically the 
same present time. 3y 
that describe, if you sell first 
Liberty bonds and buy fourth Liberty bonds, 
it is different security. 


gets 


“Senator Calder. Thousands of men go into 
the stock exchange, sell securities at a loss 
and buy them back again 


McLean. Last year millions of 
stock were sold for the purpose 


back 


“Senator 
shares of 
of taking and 
the Ist day of January. 

“Dr, They 


back the same securities. 


losses, 


buying them 


Adams usually do not buy 


“Senator McLean. The purpose is excel 
lent, but they will get around it by buying 
securities of a similar nature. 

“Senator McCumber. Suppose, in July, one 
buys stock in a company for $100,000, and 
by January 1 or by December 31 it is only 
worth $50,000, and he sells it; and then 
buys it back on January 2. That is $50,000, 
he is allowed his loss? 

“Dr. Adams 
securities. 


If he has selected different 


“Senator McCumber 
same thing? 


“Dr. Adams 
is the identical 
transaction 


But if he selects the 


The department is holding it 
property; it is a colorable 
and not a true unless he 
actually surrenders his certificates. 


loss 


“Senator McCumber. It is a bona fide 
transaction. I could not see why he should 
not, and I appreciate the fact that about 
the latter part of December there is for the 
very purpose of unloading at a loss, and 
making back again in January. Where a 
poor fellow has really invested and has to 
sell, I do not see 


the benefit of it 


why 


he should not have 


“Senator Curtis. If he had to sell he would 


not buy back the next day or next week. 


“Senator Watson. You said where a given 
transaction very largely turns on a bona 
fide transaction. If a man sells for the 
purpose of taking a loss and buys it back 


again for the purpose of evading taxation- 


Would he pay 
back the 


“Dr. Adams (interposing). 


the brokerage charges and get 


stock? If he changes from one form of 











Liberty bonds to another form of Liberty 


















































bonds, or sells United States Steel and 
buys New York Central, he can take his 
loss under this provision I do not think 
t amounts to a great deal one way or the 
othe. 











‘Senator Calder. Suppose he should go into 
the stock exchange, have the sale recorded, 
and buy it back again and pay the broker 


ager 


























“Dr. Adams If you want to recognize 











that, vou ought to do that in a way that 
will save expense and trouble; permit 









































everybody to inventory their securities at 
the end of the year Why force them to 
put their stock on the stock exchange, and 
induce them to sell, which always breaks 
security values? Would it not be better 


‘ 






























































o come right out and say, ‘Everybody can 








inventory securities at the end of the year’ 











You can do this without expense, without 
starting panics, without getting the Decem 
ber slump which we always have 























‘Senator Smoot We will not do that 
Phere would be no end of trouble that way 


























‘Senator Calder Not if you compelled 
everybody to inventory their stocks at the 
end of the vear.” 




















Phere cal scarcely have been a More 








lucid expression that the wash sale restric 














tion is unnecessary where inventories are 
permitted 


























Later thereafter Di Adams continued 
his statement by describing the corollary 
changes which were to be made in the 


basis provisions as follows (pages 203-204) 


“Dr. Adams 



























































“The next paragraph would be as follows 











“Where no deduction is allowed for a 








loss or a part thereof under the provisions 








of paragraph (5) of subdivision (a) of sec 
tion 214 and paragraph (4) of subdivision 
(a) of section 234, that part of the property 
acquired with relation to which such loss 
is disallowed shall for the purposes ot this 
section be treated as taking the place ot 
the property sold or disposed of,’ 




































































“You will recall the House provision 
that if a man sells securities and buys iden 




















tical securities back, we shall not recognize 








anv loss This amendment states that in 














those cases, where no deduction is allowed 





for the loss, the part of the property ac- 











' Dr. Adams’ reference to page and line 
numbers in each instance refers to the Senate's 
Committee Print No. 1,"' showing H. R. 8245 
passed by the House, together with amendments 
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June, 


thereto recommended by the Treasury Depart- 
ment, and followed by an explanation by Dr 
Adams 
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No change in the substance of these 
provisions is made in the proposed 
revision of the Internal Revenue Code. 
See Section 1091 of H. R. 8300 passed 
by the House of Representatives 

on March 18, 1954. 


quired and relating to which such loss is 
disallowed shall take the place of the prop 
erty sold or shall go on his books at the 
cost of the securities sold. For illustration 
a man has a security which cost him 100 
and he sells it at RO, and procecds to buy 
back the same security The House bill 
says he shall not claim that loss of 20 
This amendment says further that he shall 
be allowed to keep the new securit 

his books at 100 


“Senator McLean Does not the House 
have a provision ‘within a reasonable time’ 
It must be done right away 


“Dr. Adams. 1 will read that provision 
line 8 on page 37: 


“*No deduction shall be allowed under 
paragraphs 4 and 5 for any loss claimed to 
have been sustained in any sale or othet 
disposition of shares of stock or securities 
made after the passage of the revenue act 
of 1921 where it appears that at or about 
the date of such sale or other disposition 
the taxpayer has acquired identical property 
in the same, or substantially the same, 
amount as the property sold or disposed of.’ 


“The Chairman I think we are making 
the bill very complicated. 


“Dr. Adams. My only point is that if you 
keep the House provision in section 214 
you should adopt this amendment to se¢ 
tion 202. If you keep one you should have 
the other.” 


At this point Dr. Adams’ explanation ot 
the need for the change in Section 202 
apparently satisfied his auditors, but a new 
thought was then interjected and a possibly 
crucial mistake was made (page 204) 

“Senator McLean. A trader would come 
under the aefinition of a man whose busi 


ness is to buy and sell every day, and it 
would not affect him 


“Dr. Adams. No; the dealer should not 
be affected by this 




















— Se 


as 


“Senator Sutherland 
any other stock at 


get his loss? 


“Dr Yes It might be wise to 
provide that every person who owns securi 
ties should them at the 
the year. I understand that this 
ment is adopted.” 

Note that 
a trader” but Dr. 
respect to the But, however Dr 
Adams incorrectly heard the 
question or however unresponsive was his 
answer, his meaning was plain because he 
immediately adverted 
possible solution of 
owners to inventory. 
sized that 
mitted to 


there is no more 


By the purchase of 
that time he would 


Adams 


inventory end ot 


amend 


McLean 
Adams 


12 


Senator asked about 


« 
answered with 
“dealer. 


may have 


again to the 
permitting 
(It should be empha- 
“traders” were 
inventory—and for 


once 
securities 
since never per- 
good reason 
reason to permit them 
to benefit from wash sales.) 

The discussion of the bill continued. A 
related provision was then to be amended 
(note that both paragraphs (4) 


referred to, not merely (4) 
Page 
that in the case of a 
alien he 


and (5) 
alone) 
The 
non 
gets only such loss as is 


were 

“Dr 
present law is 
resident 


Adams 37, lines 5 and 6 


sustained in 
within the 


connection 
United States 


with transactions 
@That is modified 
to read 


“ee 


But in the case of a 
individual or 


nonresident alien 
trader only if and to 
the extent that the profit, if such transac 
tion had resulted in a profit, would be 
taxable under title. No. deduction 
shall be allowed under paragraphs (4) and 
(5) for any claimed to 
sustained in any sale or 
of shares of stock or 
the passage of the 


roreign 


this 


loss been 


have 
other disposition 
securities made after 
revenue act of 1921, 
where it appears that at or about the date 
of such sale o1 


payer has 


other disposition the tax 
acquired identical property in 
the same or substantially the same amount 
as the property sold or disposed of.’ 

“Senator McLean. Did I understand 
that there is another provision that 
takes care of the regular broker? 

“Dy 


that; but, as a matter of 


you 
to say 


d {dams 


He is allowed to inventory 


fact, | am going 


later on an appropriate place 


to suggest 


for that amendment.” 


"2 There can be little doubt, especially in 
view of what was later said, that Dr. Adams’ 
‘“‘No'' meant either that Senator McLean was 
wrong about his reference to a ‘‘trader,’’ or 
that he thought McLean meant a ‘‘dealer’’ and 
that McLean was correct in saying ‘“‘it would 
not affect him,’’ for the all-important reason 


Wash Sale Losses 


Following this, the next important ex- 
change took place when the provisions of 
the bill dealing with 


reached (page 251): 


“Dr. Adams. We come next to the top of 
page 77—losses sustained during the taxable 
year and not compensated for by insurance 
or otherwise. 


corporations were 


There was some discussion 
Shall I do it the 
respect to individuals? 


Yes. 


in the case of individuals 


same here as with 
“Senator Smoot 


“Dy 


changes 


That is, make the 
were with 


Adams same 


here as made 


to individuals? 


regard 


‘Senator McCumber 
that is agreed to.” 


Without 


objection 
Finally, the most important development 
of all took place when Dr. 
plained the reason for a 
in the bill (page 298): 
eh 


have 


Adams ex 


further change 


Page 37, line 9. 
a provision covering the buying 
selling of Senator 


Adams There you 
and 
securities 
asked to have an 
make it 


does not apply to dealers. 


Mclean and 
have 
drafted so as to 


others amendment 
plain that that 
That could be 
taken care of on page 37, line 9, by striking 
out the ‘paragraphs (4) and’ re 
strict[ing] it only to paragraph (5). 
LaFollette Why 
apply to dealers? 


“Dr. Adams 
now, Senator 
of it 
inventory 


words 


“Senator should it not 


They do not pay anything 
Any good that they get out 
they get by having the right to 
their securities, anyhow. The 
dealers are selling these things every day 
and they have their gain and loss.” 

(The amendment was agreed to.) 


With this 
one minute deletion, the door was opened 
to wash 


Here was the final oversight. 


sale losses for traders, despite 
it only to 
“ 

do not pay 
anything now” because they get the same 
result “by having the right to 


their securities, anyhow.” 


intention to 
that 1S, 


the obvious open 


dealers, those who 


inventory 


There are, moreover, still other opportu 
nities for demonstrating that this was over- 
sight and not design. For example, Section 
234(a)(4), providing for losses by corpora 
tions, was amended in the Senate by making 


that the dealer, even at that time, inventoried 
his securities. This must have been Dr. Adams’ 
thought since his very next words embody that 
idea It cannot be said that Dr. Adams was 
conceding that a trader, who is a nondealer, 
should be treated as one who is a dealer 
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this exception to the wash sale provision 


unless such claim [to a wash sale 
loss| is made by a dealer in stock or securi- 
ties and with respect to a transaction made 


in the ordinary business.” 


course of his 
Lest it be thought that the 
Section 234 to 


method of 


refer 
and the 
drafting Section 214 
implied a difference with respect to traders 


specih 
ence in 
different 


dealers 


who were individuals and not corporations, 
it should be noted that 
were not 
that 


“nonbusiness” losses 
For 
means Of using 
in Section 234 as in 214 


“under 


allowed to corporations 


reason there was no 
the same language 
words 
(that 1S, the 


were 


where the this paragraph” 


nonbusiness loss paragraph) 
individual dealers 


above-quoted clause did for cor- 


added to do for 
what the 
porations. In other words, for corporations 
it was necessary to spell out the thought as 
Adams had 
was thought sufficient in the 
of individuals under Section 214 to 
the disallowance to losses 
(a)(5). 


above, whereas (as D1 said, 


above) it cast 
limit 


falling undet 


subsection 


The Finance Committec 
the revised bill to the 
that “Section 


to take deductions similar to those 


Senate reported 


Senate and explained 
234 authorizes corporations 


accor ded 
individuals by the terms of Section 214 =e 


The 


i al 


bill was then explored in the Senate 


analysis (61 Con 
5789-7524) 


section-by-section 


Record 
Senator 
ager of the bill, that 
were 


qresstonal and it 


floor man 
amendments 


was 
stated by Smoot, the 
wherever 
made to the corporation 
234) they were the 
case of the amendments to the 
section, that 


example, 61 


being loss 


section (Section 


Same 
as im the 


loss 


individual they 


except 
applied to corporations (For 


(Congressional Record 7113.) 


The conference report 
No. 486, Sixtv-seventh Cons 


On) explained the 


(House Report 
ress, First Ses 


amend 
(page 19) 


purpose of the 
Section 214 as follows 


No. 173: This 


limits to transactions outside 


ment to 


“Amendment amendment 


of a trade o1 
House bill 


claimed 


business the provisions ot the 


] 


prohibiting a deduction for loss 
S. Rept. No 67th Cong Ist 
p. 19 (The bill was originally returned to 
the Senate by the committee with Report No 
272. which was not officially published The 
language of both reports is identical with re 
pect to the wash sale provisions. ) 
"In 1932 the Treasury concluded 
curities loss deductions were seriously 
the revenue and should be 
against securities gains, and not used to wipe 
out other income This became law (Section 
23(r), Revenue Act of 1932, 47 Stat. 169) until 
in 1934, a complete revision of the capital gain 
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275, Sess., 


that se 
affecting 
limited as offsets 


June, 


1954 °@ 


to have been sustained in the sale of stock 
where the same stock is repurchased - 


It should perhaps be that 
the use of the phrase “outside of a trade 
or business” found in the conference report 
must be read, in view of the development 
of Sections 214 and 234, as meaning “except 
in the case of a dealer.” If that is not the 
case, all of the preceding history in the 
Senate and on the Senate floor 
would be meaningless. 


pointed out 


hearings 


Moreover, the same conference report 
explanation of the changes in Section 234 
(page 38) discloses repeated intentions to 
deal with corporations as with individuals 
and no intention 
the exception to 


The 


whatsoever to broaden 


include than a 


pertinent 


others 


dealer specific reference 


to this problem states (page 35): 
“Amendment No 
the operation of the 
loss is sustained by a 


401 also excepts from 
where the 

stock or 
with respect to a transaction in 
the ordinary course of its business.” 


rule cases 
dealer in 
securities 


At no point, either in the Senate or dur 
ing the conference between the Senate and 
House committecs, and despite the obvious 
detailed and minute consideration given to 
the problems concerning the section, was 
there ever any indication that a distinction 
was to be made between the treatment of 
nondealer individuals and nondealer cor 
porations. 


This legislative 
None of the changes after 1921 
cant. In a revamping 
of the act, the 
provision appeared as a new 
and both the corporate and the individual 
limitations embodied therein. 
references were provided back to Section 
23(e)(2), the 
individuals, and to 


completes the history 
is signifi- 
1928, as a result of 
structure of the sale 


(118) 


wash 
section 


were Cross 


nonbusiness loss section for 
Section 23(f), the cor 
None of these 
intended to 


sections 


porate loss section 


revisions 


in structure was affect the 


coverage of the 


No change of any has taken 


Thus, the all 


consequence 
1928 Act." 


plac snece the 


and loss provisions caused its abandonment 
Here again, however, dealers were exempted 
(but only “‘as to stocks or bonds acquired for 
resale to customers’’ Section 23(r)(3)). While 
the Secretary of the Treasury recommended 
that the exemption also cover banks because 
they are ‘‘in the business of buying and selling 
securities to some extent’’ it was not intended 
to exempt others, even brokers and especially 
not traders “irrespective of whether [their] 
buying or selling constitutes the carrying on of 
a trade or business "" H. Rept. No. 708 
72d Cong., Ist Sess.. p. 13: S. Rept. No. 665, 72d 
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important 
wash sale 


consideration ” in avoiding the 
whether 
votes sufficient time and engages in a sufti- 
cient number of 
market to 


“trade or 


restriction 1s one de- 


transactions on the stock 
qualify as _ being 


business” 


engaged in 
within the meaning of 
Sections 118 and 23(a)(1) despite the fact 
that no exception for such individuals could 
have been originally intended 


Administrative Construction 


The interpretation of the wash 
sale provisions may have been made without 
the benefit of Dr. Adams’ statement. Not 


Bureau 


until many years after 1921 was that state- 
ment released from the “confidential” classi- 
fication under which it was originally printed 


However, since neither the reports no 


language are clear, when 
divorced from the explanation found in the 
Statement, it was that the 
business” terminology would be 
construed broadly to include the “trader” 
rather 


the statutory 


fc yredoc ymed 
“trade or 


than narrowly, as intended, to refer 
only to the The Bureau had 
already commenced to rule, in other con 
that “trade or includes 
sustained and substantial stock speculation 
activities,” and it was to be expected that 
(absent the Adams’ explanation) the defini 
tion would carry 
poses It did 


“dealer.” 


texts, business” 


over tor wash 


sale pur 


(Footnote 14 continued) 


Cong., ist Sess., p. 19 The following testi- 
mony of Treasury Secretary Mills dramatically 
points up the distinction which the writer has 
here so often reiterated (Senate Hearings on 
the Revenue Act of 1932, pp. 31, 32-33): 

“The Chairman That would apply also to 
the broker, whether a company or an individual 
That is all of his business He does no busi 
ness outside of the buying and selling of stocks 
How would you treat him? 

“Secretary Mills Well, if he is a 
dealer in the sense that he merchandises se- 
curities, the bill already exempts him from 
this provision 3ut the ordinary broker would 
not be exempt from this provision as I under- 
stand it 

“Senator 
that? 

“Secretary Mills. It is written into the law 
I suppose vitimately, like ali these things, the 
Bureau of Internal Revenue will have to write 
a regulation 

“Senator Shortridge. But you say when he 
is an ordinary broker, or his business is almost 
exclusively the buying and selling of securities, 
then he might write it off. 

“Secretary Mills. No, I did not say that 
I say we would exclude the firms that are in 
the business of buying and selling securities 
the way the grocer buys and sells groceries 
those who merchandise securities The bill 
already excludes them. Now then, we say you 
ought to go a step further It is likewise 


security 


Shortridge And who determines 


Wash Sale Losses 


In the Regulations issued under the 1921 
\ct (Regulations 62, 1922 Edition, Article 
147), the basic misconception of what had 
been accomplished by the wash sale provi 
sion appeared: 

“An individual, other than one in the trade 
or business of buying and selling securities, or 
a corporation, other than a dealer in stoc ks or 
securities, can not deduct any [wash sale] loss 

. . This provision is designed to prevent a 
taxpayer who owns other than 
me in the trade or business of buying and 
selling securities, from selling and immedi 
ately repurchasing them or from purchasing 
substantially identical property and imme 
ciately 


securit i€S, 


selling securities and 


claiming as a deduction in computing net 


the original 


income the so-called ‘loss’ sustained there 
from. “s 


This was continued in subsequent Regu 
lations in identical or substantially identical 
language. Rulings which 
consistent with these guides. In I. T. 1818, 
Il-2 CB 39 (1923), the ruled that 
one who has no place of business, and no 
customers, but 


followed were 


Bureau 


devotes the greatet 
part of his time to keeping in touch with 
the market, and income 
entirely from bond interest, stock dividends 
and profits from securities sales, is engaged 


who 


who receives his 


in the business of buying and selling secur 
and may deduct “business 
under Section 204(a) of the 1921 Ac 


” 
ties losses 


the business of a bank to buy and sell securities, 
and banks ought not to be under this section 
(Italics supplied.) 

4% Other considerations might be brought into 
play to defeat wash sales despite the regula 
tions. For example, it might be said (especially 
where the second purchase is made prior to the 
sale) that the sales are mere paper transac- 
tions so that the losses are not ‘‘realized,’’ are 
not ‘‘in the ordinary course of business,’’ and 
are, moreover, without business purpose. H, O 
Wood, Jr., CCH Dec. 9185, 33 BTA 806, 816-818; 
cf. Kunau, CCH Dec. 7888, 27 BTA 509. Con 
trast: Morris, cited at footnote 5. Alternatively, 
one could argue that the transaction is an ex- 
change of like property on which no gain or 
loss is recognized Code Sec. 112(b)(2). 

Cf. Horne, CCH Dec. 14,610, 5 TC 250. (Of 
course, if the sale itself has strings attached 
to it, no wash sale provision is necessary 
Shoenberq v. Commissioner, 35-1 ustrc § 9333, 77 
F. (2d) 446 (CCA-8) and cases cited, cert. den 
296 U. S. 586: Rand v. Helvering, 35-1 ust 
" 9334, 77 F. (2d) 450 (CCA-8); Commissioner 
v. Dyer, 35-1 ustc § 9OTT, 74 F. (2d) 685 (CCA-2), 
cert. den. 296 U. S. 586; Seymour, CCH Dec 
7869, 27 BTA 403 and cases cited.) Each of 
the foregoing contentions would seem worthy 
if the administrative slate were clean; but it 
is obvious that the very nature of wash sales, 
and the acquiescence by the Bureau in their 
use by traders for so long, would defeat such 
arguments 


A. R. R. 404, 4 CB 157 (1921) 
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In I. T. 2103, I11-2 CB 92 (1924), it was 
held that a 
ordinary 


trader might deduct as an 
and business expense 
(under Section 214(a)(1) of the 1921 Act) 
the cost of a subscription to an investment 
advisory M. 2463, VI-2 
CB 170 (1927), it was held under Section 
204(a), Revenue Act of 1918, that a trader 
could back his 1919 losses 


speculation to 


necessary 


service. In G. C., 


carry incurred 
reduce his 1918 
In the same vein are G. C. M. 
X-2 CB 127 (1931) “inventory” 
allowed to nondealer), and G. C. M. 9958, 
X-2 CB 158 (1931) (trader is in a trade or 


business for ordinary income y 


in market 
net income 


9656, (no 


capital gain 
. 2564, X-1 CB 


(inventory of securities by banks). 


and loss purposes). Cf. I, T 
106 (1931) 

The final step was taken when, in I. T 
2523, IX-1 CB 145 (1930), the Bureau ruled 
that if the engages in the sale 
and purchase of securities, even though only 


taxpayer 


on his own account, “to a degree sufficient 


to constitute a trade or business,” he 
deduct wash sale losses. 


may 


Conclusion 


As matters now stand, it is certainly too 
late to change the situation administratively. 
The practice has been too well established 
and too often implicitly ratified by Con- 
gress. If it is thought desirable to reverse 
this long-standing situation, only legisla- 
tion will achieve the result. But it would 
seem clear that both the foregoing “page 
of history” as well as any “volume of 
demonstrate that an error was un- 
questionably made at the outset and while 
it stands it permits the trader, in effect, 
to inventory his securities even though the 
Commissioner would forbid actual 
tory reporting under Section 22(c). This is a 
result certainly not intended. If it is per- 
mitted to continue by force of habit, it will 
justify Bierce’s view that habit is “a shackle 


for the free.” ™ [The End] 


logic” 
. 


inven- 


LIKE ““SOAK THE RICH," ‘‘EXCESS PROFITS,’ ETC. 


“Men discovered long ago that the 
power of words to arouse feeling could 
be a strong instrument of 
as well as to the transmis 
thought. ‘It is 
worldly wisdom,’ said Pope Gregory | 
More 


persuasion 
a barrier 


sion of knowledge or 


than thirteen centuries ago, ‘to 
conceal the mind with cunning de 
meaning with 
words, to represent falsehood as truth, 
truth to be falsehood.’ 
In the hands of a skilled practitioner, 


vices, to hide one’s 


and to prove 
language can become the art of pre 


thought by 
tion for it. The 


venting substituting emo 
established 
patterns create d by certain words tend 
to stultify thought 


stimulate it 


reaction 


while seeming to 


“Discussion of the present business 
situation in terms calculated to 


lear ofr 


arous¢ 
promote confidence is a case 

Chose who demand that the 
take steps to prevent a 
‘full-blown depression’ do not 


In pomt 
(;,overnment 
advo 
inflationary deficit financing—not 
in those They 
public and tax 


cate 
words recommend 
relief, which 
mean inflationary deficit financing but 
sound much better. ‘Inflation’ 
fear words 
fiscal 
costs of living, and currency deprecia 
tion. ‘Public relief’, 


works 


and 


‘deficit’ are They sug 


gest unsound practices, rising 


works’ and ‘tax 


Bierce, Devil's Dictionary (1942), p. 121 


452 June, 
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on the other hand, conjure up mental 
images of more money in everybody’s 
pocket, along with fine new roads, 
schools, hospitals and playgrounds. 
“Similarly, who believe the 
Government should pursue a long 
term policy of injecting new 
into the order to exert 
a continual stimulating effect on de- 
mand are not speaking of 
chronic inflation. That would imply 
a step-by-step descent into monetary 
debasement. Instead, they talk about 
rise in 


those 


money 
economy in 


found 


and 
and 


a gradual prices wages, 


connoting large 


incomes good 


times 
‘Capitalism’, 
descriptive 


Once an acceptable 
term, has become, tol 
vituperative epithet. 


the friends of capitalism usually 


many, a 
avoid 
the term, preferring such inoffensive ex 
pressions as ‘tree 

“As the art of 
new heights, the 


enterprise’. 
semantics rises t 
look 
words to realities grows 
more urgent. | 
to express, 
but it 
become a 


importance ol! 
ing beneath 
anguage be used 
thought 


may 
prevent 
safely be allowed t 
substitute for thought 
Truly, the price of liberty is eternal 


conce al or 


cannot 


vigilance against the be 


The Guarant y 


vigilance 
vguilements of words.”- 
Survey, May, 1954 
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Special 


Business Problems 


The Author Details a Plan Which 


He Labels ‘the Single Most Advantageous 


Method Today for Corporate Financing”’ 


Tax Advantages of Discount Bonds 
in Corporate Financing 


By HASKELL A. KAITZ 


Bsr USE of discount bonds represents 
what is probably the single most advan- 
tageous method, from the standpoint of 
federal income taxes, available today for cor- 
porate financing. Yet, despite a relatively 
clear and simple provision of the Internal 
Revenue Code and a nice, solid court deci 
sion on the subject, not many corporations 
seem to be taking advantage of this tax- 
saving device. If the reason for this wide- 
spread disregard for a good thing is either 
lack of information or lack of courage, 
I hope that this article will obviate both. 
Here is how the plan works. Assume 
that the famous XYZ Corporation is once 
again in need of finances. It arranges for 
bonds having a maturity value 
of, let us say, $1,000 each, to be issued now 
for $700 each. No interest is to be paid 
currently, but for each $700 bond purchased, 
the investor will receive the sum of $1,000 
upon maturity of the bond in ten 
It may 


an issue Ort 


years. 
provided that the corpora- 
retire the 


even be 


tion may bonds sooner, in which 


event it provides a table showing the value 
of the bonds on specified dates within the 


ten-veal period lhe 


bonds are much 


like United States Savings 

Now, if all of the 
plaine d later) are 
here is what 


very 
Bonds 


conditions {to be ex- 


properly taken care of, 


happens: The XYZ Corpora 

1 Code Sec. 23(b) 

2 Edwin M. Klein, CCH 
910 (1934); aff'd 36-2 ust 
(CCA-7) 

2U. 8.1 
420 (CCA-5) 

4 Massachusetts Mutual Life 
pany v. U. 8., 3. uste 
(1933), Ct 


Dec. 8832, 31 
{ 9356, 344 F 


BTA 
(2d) 310 
Collier, 39-2 ustc § 9557, 104 F. (2d) 
Insurance Com 
* 1045, 288 U. S. 269 
D. 638, XII-1 CB 286 


Discount Bonds 


tion amortizes the bond discount of $300 as 
it is earned each year, and takes the deduc- 
tion for interest in its federal income tax 
return each year. The investor, on the other 
hand, reports no income in his tax return 
each year. When the bond is retired in ten 
years for $1,000, he then reports the gain of 
$300 as long-term capital gain subject to a 
maximum tax rate of 25 per cent, which we 
hope will be in effect on the maturity date. 


Now for the details. 


Interest Deduction by Corporation 


Interest in general is a specifically granted 
deduction in computing net income.’ In 
connection with its deductibility as interest, 
discount means taken 
The difference between the cash received 
and the face value of the obligation is de- 
ductible interest.’ It is well settled that a 
taxpayer on the cash basis can deduct inter- 
est only in the 
However, an 
take the 


interest in advance.’ 


year it 1s actually 
taxpaye! 
deduction in the 
year within which the liability to 
interest accrues, regardless of 
interest is actually paid.” It is obvious, 
therefore, that the first condition fo1 
mum income tax advantage 


paid.* 
accrual-basis must 


interest taxable 


pay the 
when the 


maxi- 
in the discount- 
bond method of financing is that the issuing 
corporation must be on the accrual basis. 

5 Tel-Electric Company, CCH Dec. 161, 1 
434 (1925) (Acq. IV-1 CB 3); John W 
Inc., CCH Dec. 422, 1 BTA 1105 (1925) 
VI-1 CB 1); Cumberland Glass 
Company v. U. 8., 5 uste { 1494, 
(1930); Warner Company, CCH 
TC 419 (1948), aff'd 50-1 ust 
599 (CCA-3) 


BTA 
Butler, 
(Acq 
Manufacturing 
44 F. (2d) 433 
Dec. 16,603, 11 
q 9291, 181 F. (2d) 
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Mr. Kaitz is a certified public accountant, Boston 


C)ne 
the 
but 


note of Since 
bond discount is in the nature of accrued 
unpaid likely that 
Section 24(c) of the Internal Revenue Code 
could be prevent the deduction 
of that portion of the interest which is pay 
able to individual bondholder 


owns, actually or constructively, more 


caution 1s necessary 


interest, it 1S very 


invoked to 


W ho also 
than 
stoc k 


an 


50 per cent in value of the outstanding 


ot the corporation 


Bondholder Must Be on Cash Basis 
| he 


in financing with discount bonds is that the 


second condition for tax advantage 


must be the cash 
the 
the 

which it 


individual bondholder on 


basis. This is because accrual-basis tax 


payer must report interest income in 


the year in 


accrues or 18 earned, 


reyvardless of when it 


is paid.’ 
The cash-basis the 


the increment 


taxpayer, on other 


hand, does not have to report 


in value of discount bonds 
though he 
If the individual has already 


election to 


each year, al 


may do so at his own election.’ 


made such an 
the 


noninterest-bearing 


each vear 
other 
which he 


accrue increment 


in value of any 


obligations owns, as for example 


United States Savings Bonds, then the same 


election would also be 
other 


s 
acquires 


applicable to 
discount bonds which he subsequently 
Thus, the plan of financing with 
bonds would not be 
bondholder 


} 


such 


any 


discount attractive to 


an individual who previously 


has been bound by an election 


Section 117/(f) 


The kev to 
117(f) of the 


the 
Internal 


entire plan is Section 


Revenue Code, which 


provide s as follows: 


Spring City Foundry 
sioner, 4 ustc © 1276 
829. XIII-1 CB 281 
Code Se 12(b) 
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Company v. Commis- 
292 U. S. 182 (1934), Ct. D 


June, 


1954 °@ 


ec. 


117. 
Retirement of Bonds, Et For the 
purposes of this chapter, amounts received 


Capital Gains and Losses 
“(t) 


by the holder upon the retirement of bonds, 


debentures, 


certificates other 


indebtedness 


notes, or or 
issued by 
those 


government or political subdivision thereof), 


evidences of any 


corporation (including 


issued by a 
vith interest coupons or in registered form, 
shall be considered as amounts 
therefor.’ 


received in 
exchange 

Prior to 1934, the redemption ot 
ment of the 
considered to 
and 
such a 


retire 


bonds by issuing corporation 


Vas not be a “sale or ex 


change,” therefore 


trom 


any gain 
redemption could 
Section 117 specifically de 
fines capital gains as gains from the 
or exchange” 


arising 
not be a 
capital gain,’ 
“sale 
of capital assets.” 
Section 117(f) first appeared in the 
nue Act of 1934 No whatever 
to this section appears in either the House 
or Senate reports on the bill (H. R 
May 10, 1934). Despite the lack of explan 
ation, however, it should be obvious that 
the only purpose of introducing this section 
is to make the the 
the specifically 
tioned a capital gain or loss 


Re Ve 
reterence 


7835, 


gain or loss on retire 


ment of obligations 


men 


Nothing els 


is accomplished by this section, and if that 
is not the purpose ot it, the 
lutely 


section 1s abso 
meaningless 

The only 
arise under Section (but not if care 
ful beforehand) are, in 
any given situation, whether or not there is 
a “retirement” the obli 


debentures 


which 
117(f) 
done 


questions should ever 


planning is 


and whether or 
involved “bonds, 
other 
interest 


not 
gations are 


notes, or evidences of 


certificates or 
with 


in registered form.’ 


indebtedness coupons or 


The term “retirement” 


* Code Sec. 42¢b) 
* Douglas Fairbanks v. U. 8 
306 U. S. 436, Ct. D. 1391, 
Code Sec. 117(a) 


, 39-1 ust 
1939-1 CB 260 


* 9410 
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has been construed very broadly, and it is 
more inclusive than “redemption.” Retire- 
ment has been held to include the reacqui- 
sition by the corporation of its obligations 
for a nominal payment, which—strictly 
speaking—would probably not be a redemp- 
tion.” 

In McClain v. Commissioner,” the taxpayer 
surrendered debentures to the receiver of 
the issuing corporation, pursuant to a plan 
of reorganization. It was provided that the 
receiver should pay $5 for each $1,000 de- 
benture surrendered for cancellation. The 
Supreme Court held that this was a retire- 
ment, and said: “The statute does not use 
unusual or artificial sense. 
In common understanding and according to 
dictionary definition the word ‘retirement’ 
is broader in scope than ‘redemption’; is not, 
as contended, synonymous with the latter, 
but includes it. Nothing in the legislative 


the word in an 


history of the provision requires us to at- 


tribute to the term used a meaning narrower 


than its meaning in 


accepted common 
speech ‘i 

In this well as in other 
where the bondholder has tried to claim a 
bad debt rather than a capital loss under 
Section 117(f), the held that 
where there is any payment at all—even a 
a retirement exists, and there 


is no deduction for a bad debt or a worth- 
13 


case, aS cases 


courts have 


nominal one 


less security 
The question of whether or 
obligation 


not a given 
117(f) 
is the subject of most of the litigation which 


is one defined in Section 


has arisen under this section. The question 
obli 


“bonds, debentures, notes, 


resolves whether the 


into two parts 
gations are (1) 
or certificates or other evidences of indebt 


edness,” and (2) “with interest coupons or i 


registered form.” 


Section 117(f{) does not apply to interest 


* Certificates issued to 


coupons themselves. 
stockholders evidencing their rights to ac- 
unpaid 
were not 


Mortgage 


and when 
indebted 
participation cel 


cumulated dividends if 


declared certificates ot 


ness.” pool 
Helvering v 
Ss. 37, Ct. D 
11-1 ust 

1941-1 CB 378 
Estate of Jay R 

12,217, 45 BTA 1060 
») 


12) 


Thomson, 41-1 ust 
1481, 1941-1 CB 378 
{ 9168, 311 U. S. 527, Ct. D. 1481 


* 9168, 311 


Monroe, et al., 
(1941) (Acq 


CCH Dec 
1942-1 CB 


‘TI. T. 3312, 1939-2 CB 168 
M. W. Ellis, et al., CCH De« 
106 (1944) 
®* Rdward A 
PCM 111 (1945) 
Adolph Klein, CCH Dee 
(1950) (Acq. 1950-2 CB 3) 


Atlas, CCH Dec. 14,368(M) 


17,766, 15 TC 


Discount Bonds 


13,699, 3 TC 


5 


tificates did not qualify,’”* but mortgage 
certificates which were in the form of bonds 
with interest coupons attached did qualify.” 
Liquidating dividends paid by a bank re- 
ceiver to assignees of deposit claims did not 
qualify under Section 117(f) where printed 
instruments called “assignments of 
were executed by the assignors.” 


claim” 


The obligations must either bear 
coupons or be in registered form. 


uiterest 
No case 
has been noted in which there was any ques- 
tion of the qualification of bonds with inter- 
est coupons, probably because such bonds 
are usually in traditional form, having all 
the common features of bonds. If the obli- 
gation does not have i 
must be in 


interest coupons, it 
form in 
qualify. This means that the bonds are indi 
vidually identified, usually by number, and 
entered in a register (or book) by the issu- 
ing corporation or its transfer agent; the 
purpose of this is to protect the holder by 
making invalid any transfers. 
Such a bond always provides on its face that 


registered order to 


unregistered 


it can be transferred only in that manner.’ 
It is the obligor, not the obligee, who must 
keep the register. Where the holders of 
notes deposited them with a trust company 
for collection, and the trust company kept 
a register of the notes, it was held that the 
trust company was the agent of the holders 
and not of the obligor; therefore the notes 
were not in registered form.” The fact that 
the obligor keeps books of account 
which the debt 
constitute registered 


upon 
itself 
ordinary 


does not of 


form.” An 


appears 


bond and mortgage carried on the books of 
the corporation and recorded in the county 
considered to be in regis 
Serially 
which the 
maintained a 
held to be 


register was not 


tered form.” numbered creditors’ 


notes for obligor corporation 


record of note holders were 


in registered form 


\ corporation may correct an existing sit 
uation which otherwise would qualify under 
Section 117(f) by registering bonds or notes 
even after they have been issued, but before 


they are retired. Registering the obligations 


‘Ss Winifred H. Lynn, CCH Dec. 
832 (1950). 

” Estate of Clara E 
7 TC 1081 (1946). 

*” Alice McCourt Lamm v 

re { 9120, 192 F 


17,979, 15 TC 


Martin, CCH Dee. 15,449 
Commissioner, 52-1 
(2d) 1017 (CA-9) 

‘Mary D. Gerard v. Helvering, 
" 9501, 120 F. (2d) 235 (CCA-2) 

2 Victor B. Gilbert, CCH Dec 
10 (1946) (Acq. 1946-1 CB 2) 

22 Edith K. Timken, CCH Dee 
183 (1946) (Acq. 1946-2 CB 5) 


41-2. uste 
14,915, 6 TC 


15,032, 6 TC 





does not 


change the date from which the 


holding period is computed 


Attitude of Treasury Department 


lo summarize the situation in the case of 


discount bonds, if such bonds are issued in 
registered form by a corporation reporting 
on the accrual basis, and if the bondholde: 
is on the tremendous tax 
virtue of the fact 
issuing corporation takes a deduc- 
interest as it 


cash basis, a 
advantage 
that the 


tion lor 


is gained by 
accrues, or is earned, 
each year, and the bondholder reports only 
a net long-term under Code 
Section 117(f) bond is retired. 
As might be expected, the Treasury De- 
partment takes a rather 
proceedings Its 
never 


capital gain 
when the 


dim view of such 
that 

ordinary 
only the 
of the amount received upon retirement over 
the amount paid in 
or discount is taxable as capital gain under 
Section 117(f) The Commissioner 
tested the idea in the case 
decided by the Tax Court on 
1943. This case involved non 
interest-bearing certificates for a fixed amount 


feeling is Congress 


meant to convert interest 


into capital gain, and that excess 


plus ordinary interest 


con- 
of George Peck 
Caulkins,* 
February 25, 


issued at a discount and retired at par. 


With reference to the question of whether 


or not Congress intended to convert inter- 
est into capital gain when it enacted Section 
117(f), the opinion of Judge Melott in the 
Caulkins case that “if in enacting or 
amending this section it has included within 
the category of capital gains or 
gain such 


Says 


losses a 
as the one realized by this peti- 
have no alternative but to tax it 


tioner, we 
accordingly 


In the same case the Commissioner also 
argument that United States 
Savings Bonds are also discount bonds, but 
that upon retirement the increment is tax- 
able as interest and is not capital gain under 
Section 117(f) had this to 
that 


“At the was made to 
the fact that the contract between the syndi- 
cate evidenced by the 
was not unlike that between the 
Government and purchasers of United States 
Savings Bonds issued under the Second 
Liberty Bond Act as Act 
of February 4, 1935. The increment in the 
value of each is in the nature of 


raised the 


The court say 
about theory 


hearing reference 


and petitioner, as 


certificate, 


amended by the 


interest, 


Commissioner, 46-2 
186 (CCA-9), rev'g CCH 
4 TC 1065 (1945) 


* Babette G 
ustc © 9315 
Dec. 14,469 

Rev. Rul. 119 


Lurie wv 
156 F. (2d) 
July 6, 1953, IRB 1953-14, 
p.2 
* CCH Dex 
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13,000, 1 TC 656 (1943) 
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the rate of increase being larger as the 
time of maturity approaches. The parties 
seem to agree that the increment in the 
value of the U. ft Savings Bonds 
would be taxable as a capital gain under 
117(f) were it not for the fact that Congress 
specifically provided that it ‘shall be con 
sidered as interest’. (Ch. 5, sec. 6, 49 Stat 
21.) Respondent, upon brief, states that the 
provision was apparently included ‘for the 
express purpose of excluding from the capi- 
tal gain provisions the increment on these 
bonds’. That seems to be true, which sug 
gests as a corollary that similar obligations 
are within the capital gains provision unless 
expressly excluded.” 

The case was appealed by the Commis- 
sioner, and in 1944 the Sixth Circuit Court 
of Appeals affirmed the decision of the Tax 
Court in favor of the taxpayer.” The Sixth 
Circuit dismissed the comparison made by 
the Commissioner between the certificate in 
question and United States Savings Bonds 
with the statement that “the amend 
ment of the Second Liberty Bond Act has 
no bearing on the present controversy.” As 
to the contention that the increment in value 
of the certificate constituted compensation 


terse 


for the use of the taxpayer’s money, and 
that as such it must be taxed as interest and 
not as capital gain, the court said: 
“Congress might well have made the dif 
ferentiation urged by the 
since it is difficult to perceive any practical 
reason for taxing increment of the type in 
volved here differently from ordinary in 
The fact that the contract 
provide for equal amounts of interest to be 
set aside each year, available to the holder, 
does not affect the question. The increment 
is consideration paid for the use of the 
amounts paid in. Unfortunately for the 
Commissioner’s contention, 
not made the differentiation.” 


Commissioner, 


come does not 


Congress has 

Referring to the holding that where statu 
tory standards are lacking, 
guage is to be read in its 
common meaning,” 


lan- 
and 


statutory 
natural 
the court went on: 

“A provision that the increment in such 
cases should be taxable under § 22(a) might 
or might not have been wise and fair; but 
Congress has not enacted it, and the courts 
cannot supply it by judicial 
Because of the application 


legislation 
of the capital 
(Continued on page 477) 


744-2 ustc 7 9416, 144 F. 

*% Helvering v. William 
Company, 41-1 ustc © 9427, 
v. Commissioner, 39-1 wst 
35 (CCA-6). 


(2d) 482 (CCA-6) 

Flaccus Oak Leather 
313 U. S. 247: Kales 
¢ 9255, 101 F. (2d) 
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Taxation 
of Aliens 


Mr. Mayer Cautions Foreign Authors 


and Inventors: Don't Be Too Optimistic 


in Evaluating Your Tax Situation 


An Ounce of Tax Prevention 
for Inventors and Writers 


By EMILIO MAYER 


NE of the 
O tax 


economy 


most fields for 
offered by 


the rather technical provisions regarding 


profitable 
planning is 


the taxation of income received by foreign 
inventors and authors not residing in the 
United States 


Though it may seem unbelievable, the 
tax laws are such that the income received 
from the United i 


ventor or author, 


States by a foreign in 
under certain circum 
stances, may be entirely tax free or may be 
subject to income taxes at rates which may 
reach the 


confiscatory level of 91 per cent. 


Che difference in tax treatment depends 
on whether the 
asa 


income will be considered 
“royalty” or as having been received in 
for the sale of the “patent, copy- 
and other like property.” This 
that the nature of the agreement 
concerning the patent or the copyright, etc., 
will determine the manner in which the 
compensation will be Therefore, 
the time for the 


payment 
rights, 
means 


taxed. 
foreign inventor or author 
to think about taxes is before making any 
agreement for the use of the patent or 
The best 
nullified by its tax con 


copyrights in the United States 
agreement may be 
sequences 

Before examining the various possibilities 
for tax well to men 


interpreting the tax 


economy, it may be 
that in 


Bureau of 


tion laws the 
Internal Revenue does not seem 
much sympathy for 


to show foreign in 


ventors, and even less for foreign authors. 
foreign inventor ot 
author should not be too optimistic in evalu 
ating his tax situation. 


Ce mnsequently, the 


Regardless of the 
soundness of the position taken by the for 
eign author, the 
Internal may 


Bureau of 
compel the payor 
to deduct from the amounts due to foreign 


inventor ofr 
Re venue 


Inventors and Writers 


imventors or authors the 30 per cent with- 
holding tax; it is always hard to obtain 
the refund of such amounts. 

Because of special treaties existing be- 
tween their respective countries and the 
United States Government, inventors and 
authors residing in Belgium, Canada, Den 
mark, Finland, France, Ireland, the Nether- 
lands, New Zealand, Norway, Sweden, 
Switzerland and the United Kingdom are 
entitled to a more favorable tax treatment. 


INVENTORS 
Taxation of Compensation of Inventors 
Sasically, income of inventors who are 
not citizens of the United States and 
who do not this country may 


be treated for income tax purposes in one 
of the following ways: 


reside in 


(1) as proceeds of the sale of personal 
property, which is entirely tax free; 

(2) as royalties of nonresident aliens not 
engaged in business in the United States 
(such royalties would be taxed at the rate 
of 30 per cent, up to $15,400 per annum 
and at progressively higher rates for amounts 
totaling more than $15,400 per annum); 

(3) as royalties of nonresident aliens en- 
gaged in business in the United States (in 
such case the taxpayer may subtract from 
the royalties certain expenses related to 
the patents; the net amount left after the 
deductions is taxable at the rates applicable 
to citizens (starting at 20 per cent for the 
first $2,000) ). 


Tax-Free Compensation of Inventors 


Nonresident aliens not engaged in busi 


ness in the United States are not taxed 
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Mr. Mayer is a New York accountant 


on income received from the sale of personal 

property. Patents are, normally, considered 

as personal property. 
All of the following 


must be met in 


four requirements 


order to have a tax-free 


sale 
(1) The who 

must be a nonresident alien 
(2) The 

in business in the 


mventor sells the 


patent 


must not be engaged 


United States 


inventor 


(3) The patent must be classified as per 
sonal property 


(4) The 


Was all 


there 
States 


inventor must prove that 
outright sale of the United 


patent right in his invention 


which affect the 
tax position of the inventor are his 
ence in the United States and any restric 
tions or limitations on the use of the patent 
which may be interpreted to mean that the 
contract is not a sale but 


‘Two elements greatly 


pres 


only a licensing 


agreement 


Presence in United States 


Usually, attention is 


little paid by the 
inventor to the tax dangers resulting 


his presence in the United States 


trom 


Broadly 
the income 


speaking, the manner in which 
received by the foreign inventor 
will be affected in three 
depending on whether he 
United States 


may be taxed 
different ways, 


is present in the 
(1) when the invention is sold; 


than 90 days dur 
in which the invention is sold; 


(2) for a total of more 


ing the year 


(3) for a and 


prolonged indeterminate 


period 

If the inventor is present when the patent 
1s sold, there 1s the 
of Internal 
patent 


458 


danger that the Bureau 
Revenue may claim that the 
and, therefore, 


was a capital asset 


June, 1954 °® 


tax the proceeds of the sale. This action 
would be based on the rule that gains de 
rived from the sale of capital 
taxable if the sale is made while the non 
resident alien is present in the United 
States. Whether the patent would or 
would not actually be a capital asset 
would depend on whether the inventor is a 
“professional inventor” or an 


assets are 


“occasional in 
ventor.” If he is considered to be a pro 
fessional inventor, the patent would be 
classified as property used in business and 
the proceeds would not be 


taxable as capi 
tal gains, 


It is easy to toresec 


distinction 


that the technical 
“professional in 
inventor” 
with the taxing 
cases the Bureau of 
Internal Revenue would have an advantage, 
because, this country, the 
compelled to pay any 
taxes deemed to be due by him. 


between a 


oe nie 
ventor”’ and an “occasional 


may 
cause lengthy arguments 
authorities. In many 
before leaving 


inventor would be 


Another circumstance to be careful about 


is the inventor’s presence in the United 


States for a total of more than 90 days 
during the 


sold. The 


which the invention is 
that alien who is 
United States for a total 
of more than 90 days and who performs any 
personal 


year in 
rule is 
present in the 


any 


during his 
country is classified 


services stay in the 
“engaged in 
business” for income tax The 
would be that the monies received 


for the sale of the patent would be taxable 


as being 
purposes. 
result 


It is inventot 
could stay in this country more than three 


months without 


hard to conceive that an 
performing any personal 
services. Furthermore, if 
United 
a salary or other compensation abroad, it 
will be presumed that 


during his stay 


in the States he receives or earns 


he performed pet 
sonal services during that period. 


TAXES —The Tax Magazine 





Che 90-day-total-presence rule applies re 
gardless of whether the inventor was pres 
ent before or after the sale of the invention 
For instance, if the inventor remained in 
the United States at various intervals dur- 
ing the first months of any calendar year, 
the amount received for the 
patent would be taxable 
were made during the last 
year. 


sale of the 
even if the 
months of said 


sale 


Finally, a prolonged visit to the United 
States for an indeterminate period may 
cause the classification of the inventor as a 
resident for income tax purposes. 
this 


Though 
occurrence, it 
may happen—especially if the inventor came 
to the United States for the purpose of 
applying or perfecting his invention. The 
tax consequences would be disastrous, be- 
cause all of the income earned by the in- 
ventor while a resident, including the income 
earned abroad, would 
United States income taxes. 


may not be a common 


become subject to 


In substance, the inventor should keep 
this in mind: Whenever his stay in the 
United States exceeds his original tempo- 
rary visa and becomes indefinite, he may 
be taxed as a resident, even if his immigra 
tion visa was only temporary. 


Sale of Patent 


The difference between an outright sale 
of the patent licensing agreement 
permitting the use of the patent is all-im- 
portant for income tax purposes. 


and a 


Proceeds 
of the sale of a patent are not taxable to 
nonresident foreign inventors not engaged 
in business in the United States, 
royalties for the use of the 
taxed at 30 per cent 
annum and at 
for amounts 


while 
patent are 
up to $15,400 per 

progressively higher rates 
totaling more than $15,400 
per annum. 


Roughly speaking, the difference between 
a sale of the patent and a licensing agree- 
ment can be compared to the 
between the 


difference 


existing sale and the rental 


of real property. 


As a sales stipulating 
that part of the price will be paid 
immediately while the balance will be paid 
in installments will be recognized by the 
taxing authorities as a valid sales contract. 


rule, a 
only 


‘ontract 


In the case of patents, however, the taxing 
authorities have clearly stated that where 
the consideration received for the sale or 
assignment of the patent is measured by 
a fixed percentage of the selling price of 


Inventors and Writers 


The difference between a sale of the 
patent and a licensing agreement can 
be compared to the difference 
existing between the sale and the 
rental of real property. 


the articles manufactured or sold, the 1n 
come will be regarded as a royalty taxable 


as ordinary income. 


While the position taken by the Bureau 
of Internal Revenue may be highly debat 
able from a legal point of view and one 
which may be reversed by the courts, the 
foreign inventor will have to accept it unless 
he is willing to incur the expense of litiga 
tion with the tax authorities. 


Consequently, the inventor should thor 
oughly examine the possibilities and advisa- 
bility of selling the United States patent 
for a cash lump sum. This may prove to 
be good business, even if the amount re- 
ceived is much smaller than the total of the 
expected future royalties. For instance, the 
present value of 17 yearly payments (life 
of a patent) of $100 each, after deducting 
the 30 per cent withholding tax, at the dis- 
count rate of 5 per cent per annum is only 
$828 (or 52 per cent). This that 
if the accepts a cash payment 
of only $828 for his patent and_ invests it 
at 5 per cent, he will obtain as much <as 
he would have received through 17 yearly 
payments of $100 each, taxable at the rate 
of 30 per cent. 


means 
inventor 


Engaged in Business 


Inventors who cannot arrange for the 
sale of the patent for a lump sum and who 
contemplate a trip to the United States 
in connection with the sale or use of the 
patent, should consider the advisability of 
being classified as being engaged in busi 
ness, for income tax purposes. 


Being engaged in business offers the 


following advantages 
(1) The 


from 


inventor is entitled to 
his income $600 each 
sonal exemption.” 


(2) The 


deduct 


year for “pet 


inventor is entitled to deduct 


from his income certain expenses connected 


with the patent, such as 
travel expenses, etc. 

(3) The net 
tions (1) 


legal expenses, 


amount left 
and (2) will be 


after deduc- 


taxable at the 
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lower rates applicable to citizens, starting 
at 20 per cent instead of the 30 per cent 
otherwise withheld from the amount of 
royalties. 

On the hand being engaged in 
business in the United States has this dis- 
advantage: Any compensation for personal 
services earned by the 
the United States 
able, even if it 


other 


while in 
would also become tax 


inventor 
were payable in his home 
addition, any gain made on 


the sale of personal property would become 
taxable 


country; in 


To become engaged in business, a non- 


resident foreigner must either: 


(1) perform personal while in 
the United States for a domestic corpora- 


tion or partnership, or for a 


services 


resident of 
the United States, or for a foreign corpora- 
tion, partnership or nonresident alien en- 
gaged in business in the United States; or 

(2) be present in the 
a total of 90 days or 
and 


United States for 
more during the year 


earn sore 


compensation in his home 
country; or 


(3) have an agent in the United States 
with full powers to make sales or licensing 
agreements on his behalf 


One peculiarity of the rules regarding 
the classification of being engaged in busi- 
that the status of the alien is 
determined independently for each year, so 


that it 


ness 18 


does not carry over to following 
years. However, an inventor may be classi- 
fied as being engaged in business for two 
years, while making only trip to the 
United States, if he comes at the end of 
the year performs personal services 


December 31 
a decision, the inventor 
will have to take all elements into considera- 


tion. The computation could be made along 
the lines of the following example: 


one 


and 
both before and after 


Before reaching 


Royalties 
Personal exemption 


Cost of trip to United States 


Legal expenses and other expenses 


the patent 
TAXABLE AMOUNT 


$25,000 at rates 


engaged in business 


Tax on 


applicable to 


If the alien 
toward the 
until 


came to the United States 
end of the year and stayed 
the beginning of the next year, in 
most cases the tax savings for the royalties 
received during the two years would ex- 
ceed the cost of the trip to this country. 
The foreign inventor should keep in 
mind the fact that the 30 per cent with- 
holding tax will be deducted f 
royalties even if he 
engaged in 
year the 


from his 
is classified as being 
business. At the end of the 
inventor will have to file an in- 
come tax return for the purpose of claiming 
the refund of the taxes paid in excess of 
the amount due. 


The tax laws contain a special provision 
intended to help inventors by permitting 
them, under certain conditions, to spread 
the amount received for their inventions 
over the previous years, so that they may 
take advantage of lower income tax rates. 
However, this provision is of little help 
to foreign inventors classified as not en- 
gaged in business in the United States 
because it applies only if at least 80 per 
cent of the amount obtained for the inven- 
tion is received in year. If 80 per 
cent of the income is payable in one year, 
the inventor may as well sell his invention 
for that amount, which would be tax free, 
instead of contracting for the full amount 
of the which would be subject 
to a 30 per cent tax, leaving only 70 per 
cent to the inventor 


one 


royaltic Ss, 


Foreign Corporations 


There is no basic difference in tax treat 
ment between foreign individuals and for- 
eign corporations. 
factors are 
whether a 


For both, the determining 
whether the patent is sold or 
licensing agreement is made, 
and whether the foreign corporation is or 


$25,000 


connected with 
5,500 


$19,500 


aliens not 
$10,150 


Tax on $19,500 at rates applicable to aliens engaged 


in business 


TAX SAVING 


June, 


1954 °@ 


6,995 


$ 3,155 
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is not 
States. 
The corporations not 


engaged in business is taxed at the rate of 
30 per cent. 


engaged in business in the United 


gross imcome of 
The net income of corporations 
engaged in business in the United States 
is taxed at the rate of 30 per cent up to 
$25,000; the over $25,000 is 
at the rate of 52 per cent 


excess taxed 


AUTHORS 


treatment received at present 
by authors is less favorable than the one 
given to inventors 


The tax 


The difference in treat- 
ment is partly a matter of law and partly 
a matter of interpretation of the laws by 
the Bureau of Internal Revenue. 

Authors are denied the benefits of the 
lower tax rates applicable to capital gains. 
This is done by specifically excluding from 
capital assets copyrights and literary; musi- 
cal or artistic compositions, but not patents 
or inventions. The 
have 


reasons for this dis- 
never made clear. 
legislators felt that the in- 
a better mousetrap is more de- 
serving than the writer of a good detective 
story. 


crimination been 
Perhaps the 


ventor of 


More damaging to foreign authors is the 
contention by the Bureau of Internal Reve- 
nue that book rights, motion picture rights 
and serial dramatization rights are not sepa- 
rate which can be sold as_ such. 
This means that the foreign author cannot 
take advantage of the 
exempts 


assets 


provision which 

any amount re- 
personal property. 
Instead his earnings will be taxed as royal- 
ties, at the rate of 30 per cent. 


from taxation 


ceived for the sale of 


Although the position taken by the taxing 
authorities may be highly debatable, the 
foreign author should remember that pay- 
ments made to him for royalties are subject 
to the 30 per cent withholding tax. 


It would seem that, for tax economy, 
the best course for foreign authors is to be 
classified as engaged in business in the 
United States, as explained under 
the heading “Engaged in 


above 
Jusiness.” 

In many cases it may not be advantageous 
to make a trip to the United States for 
the purpose of becoming engaged in busi- 
ness for tax reasons, because the traveling 
expenses may exceed the amount of the 
More interesting is the possi- 
bility (which should be carefully analyzed) 
of appointing an agent in the United States 
for the purpose of becoming 
business. However, for this purpose the 
word “agent” has a special meaning. It ts 
not sufficient to have an agent in the United 
States who cannot act without receiving 
instructions from the author. The agent 
must have the power to make policy deci 
sions such as making, renewing or cancel- 
ing licensing agreements at his own discretion 
Since an arrangement of this kind would 
result in a lower tax for the author, the 
taxing authorities will probably examine 
very closely the nature of the agency rela- 
tionship. 


tax saved. 


engaged in 


TAX TREATIES 


Most tax treaties contain provisions which 
are favorable to inventors and authors re- 
siding in the treaty country. 

Royalties for the use of patents and copy 
rights received by residents of the following 
countries are tax exempt: Belgium, Denmark, 
Finland (only for copyrights), France, Ire- 
land, the Netherlands, Norway, Sweden, 
Switzerland and the United Kingdom. 

Royalties for the use of patents and copy- 
rights received by residents of Canada are 
taxed at the rate of 15 per cent; royalties 
received by residents of New Zealand are 
taxable on a net basis, as if such residents 
were engaged in business in the United 


States. [The End] 


“The fundamental troubl2 with the federal tax system 
is that we are trying to 

raise too much money with it. 
revenues of the order of $70 billion is 
bound to be burdensome, inequitable, and a deterrent 
to investment, production and economic 


progress. Such high taxes tend 


Any tax system for collecting 


to defeat their own end by destroying the base on which 
they rest.'""——Committee on Federal Tax Policy. 
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Theory 
of Taxation 


Since October 3, 1913, the Federal Income 


Tax Has Been a Regular and Ever More Important 


Aspect of Our National Fiscal Structure 


Income Taxes and Their Impact OF 


Alfred P. Koch is associate professor 
of accounting and Carl L. Moore 

is assistant professor of accounting 

at Lehigh University, 

Bethlehem, Pennsylvania. 


annual grim day of 


T HA’ reckoning, 
March 15, had its origin with the passage 
of the Sixteenth Amendment, the income 
tax amendment. With its adoption, a new 
and important source of revenue tor our 
national government was tapped. Prior to 
1913, customs duties were the main source 
of revenue for the limited requirements ot 
the federal budget, but a 
tional revenue brought about by ever 
increasing governmental responsibilities led 
to the enactment of the 1913 Revenue Act 
As time marched on, two major wars, a 


need for addi 


staggering depression, extensive foreign com 
mitments and increased social benefits aug 
mented the need for greater revenue. Today, 
the federal income tax weighs more heavily 
on more individuals than any other tax in 
our history, and it is inconceivable that it 
will ever be relinquished 


\ tax on personal incomes was intro- 
duced in 1913, although not without prece- 
dent Alraost 106 ago, during the 
troubled days of the Civil War, revenue 


was obtained from individual income taxes. 


years 


The first income tax act in our history was 
passed in 1861, was subsequently modified 
and, in 1872, Results of 
the Civil War tax experiment were gratify- 
ing and gave encouragement to those who 
believed that a tax on the basis of income 
was more equitable than taxes from other 
sources. 
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was discontinued. 
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Conditions created by a depression in 
1894 enabled the advocates of income tax 
to obtain a new law, but opposition to this 
method of taxation arose quickly, thereby 
creating an which resulted in a Su 
preme Court decision in the historic Pollock 
case declaring this method of taxation un 
constitutional. 


issue 


These proponents striving 
for a tax on personal incomes then neces 
sarily directed their energies to obtaining 


a constitutional amendment. 

\ corporation was imposed 
in 1909 and was upheld by the Supreme 
1911. 
an income tax, but it did not con- 
flict with the Supreme Court ruling in the 


excise tax 
Court in To be precise, this excise 
tax was 


Pollock case, since the tax was designated 
as an excise tax for the privilege of doing 
business as a corporation. As it happened, 
the adoption of this stratagem was prob 
ably not necessary, for the Sixteenth Amend- 
ment was 1909 and ratified in 
1913. The revenue act under this 
amendment was passed on October 3, 1913. 
Its terms applied to the last ten months of 
1913 and to the 1914 and 1915 
From that date on, the federal income tax 


passed in 
first 


years of 


has been a regular and ever more important 
aspect of our national fiscal 


The 1913 comparison with the 
present income tax law, differed radically; 
the earlier law was both mild in terms and 
simple in application. Rates were low and 
exemptions were liberal. Married persons 
received an exemption of $4,000, and single 
persons exemption of $3,000 
Only taxpayers having incomes in 
excess of $3,000 were required to file tax 
returns. 


structure. 


law, in 


received an 
those 


Two tax rates were in effect: a 


normal tax of 1 per cent on net incomes 


after applying the exemption credit, and a 
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By ALFRED P. KOCH, CPA 
and CARL L. MOORE, CPA 


super tax—as it was then 


incomes in excess of $20,000 


called—on_ net 


The super tax rates in 1913, which were 


graduated at low 


rates on relatively 


high 

net incomes, are as follows: 

Super Tax 
Rates 


Amounts of Net Income 
Subject to Tax 
1% $ 20,000—$ 50,000 
2 50,000— 75,000 
3 75,000 100,000 
4 100,000— 250,000 
. 250,000—- 500,000 
6 over $500,000 


Since the dollar in 
approximately 


1913 had a value of 
two and one-half times the 
value of the present dollar, these tax pro 
visions are quite liberal 

World War I brought the United States 
nto the 


creasing 


world 
demands _ for 


arena of politics, and in 
revenue made it 
necessary to abandon the relatively simple 
provisions rates of the 1913 act 
As a 1916 Revenue Act 
was passed—a completely rewritten income 
tax act. Taxes reached a peak in 1918, the 
last year of World War I, and declined 
gradually to a minimum in 1929. which 
approached the level of the tax years of 
1913 to 1917 for many persons in the lower 


and low 


consequence, the 


brackets 


During the twenties many improvements 
were made in the 
The act of 


federal tax structure 
1924 added certain administra 
tive provisions and established a Board of 
Tax Appeals, now called the Tax Court. 
\ deduction from the tax was allowed in 
the form of an earned-income credit. This 
credit was computed by deducting from the 
tax liability an amount equal to 25 per cent 
of the tax on income designated as earned, 
the maximum amount qualifying as earned 
being $10,000 


Income Taxes 


on the Individual Since 1913 


The depression of the thirties reversed 
the trend toward lower taxes after World 
War I. Low-income and high-income groups 
were in disagreement as to how the costs 
of government should be shared; taxes were 
increased to some extent for persons in 
the lower brackets and to a greater extent 
for persons in the higher 


that 


brackets, the 
general feeling being 


should be 


cording to ability to pay 


governinental 


costs more 


assessed nearly ac 


Many new features were developed dur 
The act of 1934 
modernized the income tax laws, and many 
of the principles established at that 
are still in use today. 


ing the depression years 


time 
Personal exemptions 
were allowed in the computation of both 
normal tax and surtax, and the 
earned-income-credit provision of the 
act, which 


forme! 
1924 
had been 1932, 
revived in a 


allowed under the 


discontinued in 
new form. The credit 
1924 act was applied 
against the total tax, whereas the credit in 
the 1934 act was applied only against in 
come subject to normal tax. In this new 
provision, 10° per 


Was 


cent on a maximum 
earned income of $14,000 was permitted as 
a deduction in 


arriving at normal tax net 


income 


In 1940, World War I], taxes 


climbed drastically to levels approximating 


early in 


those in existence during 1918. During the 
years of World War II, taxes continued to 
increase 1944 


be tore oft 


and 
1945, a high 


since that time 


rose to a maximum in 


and never reached 
Various experiments were 
irenzied effort to 
Many hastily 
inaugurated 
hurriedly. Among. the 


many new features which were incorporated 


attempted in a 
quickly. 


prov isions 


obtain 
revenue devised 
were only to be 


dropped just as 


in the law, one of the most significant was 
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the “pay-as-you-go” principle which started considered necessary to give some relief 
in 1943 during the conversion period. Persons 

Since taxpayers for the first time wer having taxes in excess of $50 for 1942 
expected to pay the current year’s taxes paid a tax in 1943 consisting of the greater 
from current earnings, it was generally of the 1942 or the 1943 taxes plus 25 per 


EXHIBIT | 


Comparison of Income Taxes on Selected 
Incomes for Single Persons for the Years 1913 to 1953 


$5,000— a -————$10,000— — oy 
Maximum Relationship Maximum Relationship 

Income Combined of Tax Income Combined of Tax 
Years Taxe Tax Rates to Income Taxes Tax Rates to Income 


1953 $ 911.40 24.600 18.228% $2,348.00 38.000 23.480% 
1952 911.40 24.600 18.228 2,348.00 38.000 23.480 
1951 833.60 22.400 16.672 2,136.00 35.000 21.360 
1950 728.38 20.020 14.568 1,891.36 30.940 18.914 
1949 699.84 19.360 13.997 1,824.48 29.920 18.245 


1948 699.84 19.360 13.997 1,824.48 29.920 18.245 
1947 798.00 20.900 15.960 2,185.00 32.300 21.850 
1946 798.00 20.900 15.960 2,185.00 32.300 21.850 
1945 960.00 25.000 19.200 


? 
1944 960.00 25.000 19.200 2 


570.00 37.000 25.700 
570.00 37.000 25.700 


1943 019.10 29.750 20.382 2,571.60 37.750 25.716 
1942 213.75 6.500 4.275 555.00 8.500 5.550 
194] 440.00 13.000 8.800 1,367.50 25.000 13.675 
1940 151.80 4.400 3.036 620.40 13.200 6.204 
1939 130.00 4.000 2.600 510.00 10.000 5.100 


1938 130.00 4.000 2.600 510.00 10.000 
1937 130.00 4.000 2.600 510.00 10.000 
1936 139.00 4.000 2.600 510.00 10.000 
1935 130.00 4.000 2.600 510.00 10.000 
1934 130.00 4.000 2.600 510.00 10.000 


100 
100 
100 
100 
100 


wmaiwmnwmuvui 


1933 150.00 4.000 3.000 55: 9.000 
1932 150.00 3.000 555. 9.000 
193] 36.56 12 731 35. 2.250 
1930 36.56 12 731 35. 2.250 
1929 12.19 375 244 5. 1.500 
1928 36.56 ] 731 135.00 250 
1927 36.5 1.12 731 135.00 .250 
1926 16 1.12: 731 135.00 2.250 

1125 

] 


— ees Ct 
NIW Ww UU 


UWuUMmuwmnyi 


2 2 oe oe 


ww 


1925 36.5 731 135.00 2.250 
1924 56.25 ).125 202.50 4.500 


= > . 
ee | 
mRuUuouW 


uN 


1923 112.50 3.000 2.250 416.25 6.750 163 
1922 150.00 4.000 3.000 555.00 9.000 550 
192] 150.00 4.000 3.000 615.00 11.000 .150 
1920 150.00 4.000 3.000 615.00 11.000 150 
1919 150.00 4.000 3.000 615.00 11.000 150 


1918 225.00 6.000 +500 875.00 15.000 8.750 
1917 110.00 4.000 2.200 365.00 6.000 3.650 
1916 35.00 2.000 700 130.00 2.000 300 
1915 17.50 1.000 350 65.00 1.000 650 
1914 17.50 1.000 350 65.00 1.000 650 
1913 14.58 1.000 292 54.17 1.000 542 
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cent of the lesser tax. Those individuals _ tion since 1934 and introduced the principle 
having a 1942 tax of less than $50 were for- of an optional standard deduction for all 
given the lower of the 1942 or the 1943 taxes. individual taxpayers. However, in reality, 

The 1944 act abolished the earned-income- the optional standard deduction had been 
credit provisions which had been in opera- implicit in the short-form tax return since 


$15,000-—— — ——-$50,000 
Maximum — Relationship Maximum Relationship 
Income Combined of Tax Income Combined of Tax 
Taxes Tax Rates to Income Taxes Tax Rates to Income Years 


$4,468.00 48.000 29.787 % $27,716.00 55.432% 1953 
+,468.00 48.000 29.787 27,716.00 5. 55.432 1952 
4,078.00 43.000 27.187 26,028.00 7 ) 52.056 195] 
3,625.82 39.130 24.172 23,341.88 5.52 46.684 1950 
3,501.76 37.840 23.345 22,567.84 Sed 45.136 1949 


3,501.76 37.840 23.345 22,567.84 63.360 45.136 1948 
3,944.87 40.850 26.299 24,453.00 68.400 48.906 1947 
3,944.87 40.850 26.299 24,453.90 68.400 48.906 1946 
4,565.00 46,000 30.433 27,195.00 75.000 54.390 1945 
$565.00 46.000 30.433 27,195.00 75.000 54.390 1944 


45.750 30.467 27 089.80 74.000 54.180 1943 
) 10.500 6.718 6,280.25 17.250 12.561 1942 
739.00 33.000 18.260 20,291.50 59.000 40.583 1941 
37. 17.600 8.917 48.400 28.450 1940 

] 


12.000 6.760 9,024.00 31.000 18.048 1939 


1,014.00 12.000 6.760 9,024.00 31.000 18.048 1938 
1,014.00 12.000 6.760 9,024.00 31.000 18.048 1937 
1,014.00 12.000 6.760 9,024.00 31.000 18.048 1936 
1,014.00 12.000 6.760 9,024.00 31.000 18.048 1935 
1,014.00 12.000 760 9,024.00 31.000 18.048 1934 


000 
000 
250 
250 


500 


1,050.00 ] 
050.00 l 
346.87 
346.87 


PSL.23 


000 8 420.00 30.000 16.840 1933 
O00 8,420.00 30.000 16.840 1932 
313 +,465.00 18.000 8.930 1931 
313 $465.00 18.000 8.930 1930 
675 4,065.00 17.000 8.130 1929 


| 


& ui uily bo 
m Io bo 


346.87 
346.87 
346.87 
346.87 
510.00 


250 
250 
250 
250 


OOO 


313 
313 
313 
313 
400 


st 


5. 18.000 8.930 1928 
5.( 18.000 9510 1927 

OO 18.000 9510 1926 
55.00 18.000 9.510 1925 
0.00 23.000 11.840 1924 


mand 
Jt 


Jeu 


yawuriviwn 
NNN 2 


st 


y 


ws IV IY OY DY 


Jt i te 1 


x 
to 


250 6,315.00 22.500 12.630 1923 
000 8,420.00 30.000 16.840 1922 
205.00 14.000 033 8,960.00 31.000 17.920 1921 
205.00 14.000 033 8,960.00 31.000 17.920 1920 

00 14.000 8.033 8,960.00 31.000 17.920 1919 


787.50 9.000 
050.00 12.000 


msN UI 


x 


55.00 18.000 11.033 10,800.00 35.000 21.600 1918 
00 8.000 4.733 5,060.00 16.000 10.120 1917 
5.00 2.000 1.500 1,300.00 +000 2.600 1916 
50 1.000 750 750.00 2.000 1.500 1915 
50 1.000 750 750.00 2.000 1.500 1914 
93.75 1.000 625 591.66 2.000 1.183 1913 
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1941 for those having gross incomes, from _ relief by the split-income provision under 
specified sources, of $3,000 or less. the 1948 act, a measure designed to elimi- 

The end of the war brought no great nate an inequity in the tax law. The terms 
tax reductions. Married persons obtained of this provision allowed: husbands and 


EXHIBIT Il 


Comparison of Income Taxes on Selected 
Incomes for Married Persons for the Years 1913 to 1953 


—§$5,000—— —— - ————$10,000- 
Maximum Relationship Maximum Relationship 
Income Combined of Tax Income Combined of Tax 
Years Taxes Tax Rates to Income Taxes Tax Rates to Income 


1953 $732.60 22.200 14.652% $1,822.80 24.600 18.228% 
1952 732.60 22.200 14.652 1,822.80 24.600 18.228 
1951 673.20 20.400 13.464 1,667.20 22.400 16.672 
1950 574.20 17.400 11.484 1,456.76 20.020 14.568 
1949 547.80 16.600 10.956 1,399.68 19.360 13.997 


1948 547.80 16.600 10.956 1,399.68 19.360 13.997 
1947 693.50 20.900 13.870 2,023.50 32.300 20.235 
1946 693.50 20.900 13.870 2,023.50 32.300 20.235 
1945 850.00 25.000 17.000 2,400.00 37.000 24.000 
1944 850.00 25.000 17.000 2,400.00 37.000 24.000 


1943 822.28 25.000 16.446 2,263.28 37.000 22.633 
1942 172.75 5.500 3.455 495.50 8.500 4.955 
194] 342.50 13.000 6.850 1,180.00 21.000 11.800 
1940 99.00 4.400 1.980 473.00 11,000 4.730 
1939 70.00 4.000 1.400 370.00 9.000 3.700 


1938 70.00 4.000 1.400 370.00 9.000 3.700 
1937 70.00 4.000 1.400 370.00 9.000 3.700 
1936 70.00 4.000 1.400 370.00 9.000 3.700 
1935 70.00 4.000 1.400 370.00 9.000 3.700 
1934 70.00 4.000 1.400 370.00 9.000 3.700 


1933 90.00 4.000 1.800 $35.00 9.000 4.350 
1932 90.00 4. 1.800 435.00 9.000 4.350 
1931 14.06 125 281 90.00 2.250 900 
1930 14.06 12! 281 90.00 2.250 900 
1929 1.69 7 094 45.00 1.500 450 


1928 14.06 
1927 14.06 
1926 14.06 
1925 14.06 
1924 33.75 
1923 67.50 


28] 90.00 
281 90.00 
281 90.00 .250 900 
281 90.00 250 900 
675 150.00 3.000 
350 356.25 6.750 


250 900 
250 900 
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NM NNN 


Suit gut Oued et 


_ 
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1922 90.00 4.000 800 475.00 9.000 
1921 90.00 4.000 800 535.00 11.000 
1920 110.00 4.000 .200 535.00 11.000 
1919 110.00 4.000 .200 535.00 11.000 
1918 165.00 6.000 300 755.00 15.000 


1917 70.00 4.000 400 325.00 6.000 
1916 15.00 2.000 300 110.00 2.000 
1915 7.50 1.000 150 55.00 1.000 
1914 7.50 1.000 150 55.00 1.000 
1913 6.25 1.000 125 45.83 1.000 
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ty 
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wives to divide their income 


applying the combined 


—$15,000-—— 
Maximum 
Combined 

Taxes Tax Rates 


Income 


$3,304.00 34.000 
3,304.00 34.000 
3,032.00 30.000 
2,661.60 27.300 
2,564.80 26.400 


564.80 26.400 
740.62 40.850 
740.62 40.850 
4,350.00 46.000 
4,350.00 46.000 


4,168.28 45.000 
934.25 10.500 
2,491.50 33.000 
126.40 17.600 
836.50 11.000 


836.50 11.000 
836.50 11.000 
836.50 11.000 
836.50 11.000 
836.50 11.000 


930.00 12.000 
930.00 12.000 
271.87 5.250 
271.87 5.250 


191.25 4.500 


271.87 
271.87 
271.87 
271.87 25 


$20.00 8.000 


250 
250 


250 


wmuwuvu 


727.50 9.000 
970.00 12.000 
125.00 14.000 
125.00 14.000 
125.00 14.000 
535.00 18.000 
670.00 8.000 
205.00 2.000 
102.50 1.000 
102.50 1.000 
85.42 1.000 


Income Taxes 


Relationship 
of Tax 
to Income 


22.027% 


20.214 
17.744 
17.099 
17.099 
24.938 
24.938 
29.000 
29.000 


27.789 

6.228 
16.610 
506 


= 


oy 
rf 
5. 


mu 
“I 
NI 


nunwnu 
mmumn ui 
SINNN™N 
NSININN NJ 


~ 
—— et HO 


C 


in half betore 
normal 
graduated surtax rates and to arrive < 


tax by doubling the amount thus obtained 


As a result, the tax burden was equalized 
for married persons residing in the states 
which did not recognize family community 
property 


$50,000 — . 
Maximum Relationship 
Income Combined of Tax 
Taxes Tax Rates to Income Years 


$21,220.00 66.000 42.440% 1953 
21,220.00 66.000 42.440 1952 
19,352.00 60.000 38.704 1951 
17,259.82 53.690 34.520 1950 
16,681.76 51.920 33.364 1949 


16,681.76 51.920 33.364 1948 
24,111.00 68.400 48.222 1947 
24,111.00 68.400 48.222 1946 


26,835.00 75.000 53.670 1945 
26,835.00 75.000 53.670 1944 


26,119.28 72.000 52.239 1943 
6,159.50 17.250 12.319 1942 
19,849.00 59.000 39.698 1941 
13,644.40 48.400 289 1940 
8,559.00 31.000 118 1939 


8,559.00 31.000 7.118 1938 
8,559.00 31.000 118 1937 
8,559.00 31.000 17.118 1936 
8,559.00 31.000 17.118 1935 
8,559.00 31.000 118 1934 


8,300.00 30.000 .600 1933 
8,300.00 30.000 600 1932 
4,365.00 18.000 8.730 193) 
+,365.00 18.000 8.730 1930 
3,985.00 17.000 970 1929 


4,365.00 18.000 730 1928 
4,655.00 18.000 310 1927 
4,655.00 18.000 310 1926 
4,655.00 18.000 310 1925 
5,230.00 23.000 11.660 1924 


6,255.00 22.500 12.510 1923 
8,340.00 30.000 16.680 1922 
8,800.00 31.000 17.760 1921 
8. 800.00 31.000 17.760 1920 
8,800.00 31.000 17.760 1919 


10,680.00 35.000 21.360 1918 
5,020.00 16.000 10.040 1917 
1,280.00 4.000 2.560 1916 
740.00 2.000 1.480 1915 
740.00 2.000 1.480 1914 
583.33 2.000 1.167 1913 


467 





The Korean War followed closely upon hit quite so hard as he had been in 1944 
the heels of World War II and, before and 1945, but the difference between World 
taxes had an opportunity to decline to any War II taxes and 1952 and 1953 taxes 
extent, the need for governmental expendi- was small. 
tures increased The individual was not 
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EXHIBIT Ill 


Conversion of Income Taxes and Selected Incomes to Standardized Values for 
Single Persons for the Years 1913 to 1953 Based upon Consumer Price Indices * 


$5,000 : — —$10,000- 

Relation Relation 
Standard Standard ship Standard Standard ship 

Price ised ized of Tax ized 


of Tas 
Years Indices Incomes Taxes to Income 


Incomes Taxes o Income 


s 


1953 114.4 $ 4,370.63 $ 796.68 18.228% $ 8,741.25 ,052.4: 23. 480% 
1952 113.5 $405.29 803.00 18.228 8,810.57 : ; 23.480 
1951 111.0 4,504.50 750.99 16.672 9,009.01 32 21.360 
1950 102.8 4,863.81 708.54 14.568 9,727.63 18.914 
1949 101.8 $911.59 687.47 13.997 9,823.18 1,792.22 18.245 
1948 102.8 4,863.81 680.78 13.997 9,727.63 1,774.79 18.245 
1947 95.5 5,235.60 835.60 15.960 10,471.20 2,287.96 21.850 
1946 83 5,995.20 956.83 15.960 11,990.41 2,619.90 1.850 
1945 76 6,501.95 248.37 19.200 13,003.90 3,342.00 5.700 
1944 5.2 6,648.94 ,276.60 19.200 13,297.87 3,417.55 5.700 
1943 756.76 377.16 20.382 13,513.51 3,475.14 5.716 
1942 7 7,173.60 306.67 4.275 14,347.20 796.27 5.550 
1941 949.13 699.52 8.800 15,898.25 2,174.09 
1940 8,347.25 253.42 3.036 16,694.49 1,035.73 
1939 8417.51 218.86 2.600 16,835.02 858.59 


? 
? 
? 
? 


675 
204 
100 
100 
100 
100 
100 
100 


~ + 


wi 


1938 3 3291.87 215.59 2.600 16,583.75 845.77 
1937 8,143.32 211.73 2.600 16,286.64 830.62 
1936 59.3 &,.431.70 219.22 2.600 16,863.41 860.03 
1935 58 8,517.89 2?1 2.600 17,035.78 868.82 
1934 f 8,741.26 227.2 2.600 17,482.52 891.61 
1933 : 9,041.59 271.2 3.000 18,083.18 1,003.62 
1932 
1931 
1930 
1929 


auwuv 


Jn 


550 
8,561.64 256.! 3.000 17,123.29 950.34 5.550 
7,692.31 56.2 731 15,384.62 207.69 350 
7 OO2.80 51.20 731 14,005.60 189.08 350 
6,821.28 16.63 244 13,642.56 102.32 750 
6,821.28 $9.88 731 13,642.56 184.17 350 
6,738.54 49.27 731 13,477.09 181.94 350 
6,613.76 48.36 731 13,227.51 178.57 350 
6,666.67 48.75 731 13,333.33 180.00 350 
6,839.95 76.95 1.125 13,679.89 277.02 025 
6,858.71 154.32 2.250 13,717.42 570.99 163 
6,983.24 209.50 3.000 13,966.48 775.14 550 
6,544.50 196.34 3.000 13,089.01 804.97 6.150 
5,834.31 175.03 3.000 11,668.61 717.62 6.150 
6,756.76 202.70 3.000 13,513.51 831.08 6.150 
7,776.05 349,92 4.500 15,552.10 1,360.81 8.750 
1917 54.8 9,124.09 200.73 2.200 18,248.18 666.06 3.650 
1916 16 10,729.61 75.11 700 21,459.23 278.97 1.300 
1915 43 11,520.74 40.32 350 23,041.47 149.77 650 
1914 42 11,655.01 40.79 350 23,310.02 151.52 650 
1913 42.. 11,820.33 34.47 292 23,640.66 128.06 542 
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1925 
1924 
1923 
1922 
1921 
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In the 
may be 
levels of 
Exhibit I, 
without 


Standard 
1 ed 


In omes 


$13,111. 
13,215 
13,513 
14,591 
14,734. 


14,591 
15,706.8 
17,985 
19,505.85 
19,946. 


20,270.27 
21,520.8 
23,847... 
25, 041 


25,252 


25,684.93 
23,076.92 
21,008.40 
20,463.85 


20,463.85 
20,215.63 
19,841.27 
20,000.00 
20,519.84 


20,576.13 
20,949.72 
19,633.51 
17,502.92 
20,270.27 
328.15 
372.26 
188.84 
562.21 
965.03 
35,460.99 


Income Taxes 


accompanying 
made 
income 


of tax 
from 


$15,000 


Standard 


wed 


Taxes 
$3,905.59 
3,936.56 
3,673.87 
3,527.06 
3,439.84 


6,070.48 


81 
84 
53 
3.06 
07 


6,175 


1,445 


59 


$73 
467. 
458 
162 
697 


1,O80 
l 466 


3 44 
1,406 
1,628.38 


2,573 
1.295 
R? 


259 
262. 


P16 


exhibits, 
burdens at 
1913 to 


ave mnmcome 


Relation 
ship 
of Tax 


to Income 


29.7875 
29.787 
27.187 
24.172 
23.345 


23.345 
26.299 
26.299 
30.433 
30.435 


30.467 
6.718 
18.260 
8.917 
6.760 


6.760 
6.760 
6.760 
6.760 
6.760 


000 

000 
2.313 
313 


675 


~ 


t 


31. 
31, 
Ka 
She 


3 


Se oe Fo te 


400 


250 
000 
033 
033 
033 


“sr 


00 90 90 


033 
733 
500 
750 
750 
625 


comparisons 


1953. 
it is assumed that single 
dependents h 


from 
various 
In 
persons income 
mainly 


Standard 
ized 

Incomes 
$3,706.29 
44,052.86 
45,045.05 
48,638.13 
49,115.91 


48,638.13 
52,356.02 
59,952.04 
65,019.51 
66,489.36 


67,567.57 
71,736.01 
79,491.26 
83,472.45 
84,175.08 


82,918.74 
81,433.22 
84,317.03 
85,178.88 
87,412.59 


90,415.91 
85,616.44 
76,923.08 
70,028.01 
68,212.82 


68,212 82 
67,385.44 
66,137.57 
66,666.67 
68,399.45 


68,587.11 
69,832.40 
65,445.03 
58,343.06 
67,5 


,90/.5/ 


77,760.50 
91,240.88 
107,296.14 
115,207.37 
116,550.12 
118,203.31 


salaries 
years 1913 to 1943 they 
tions of $250 on income of $5,000; 
of $10,000; 


$15,000; and $1,000 on 


and 


$50,000 


Standard 
ized 
Taxes 
4,227.27 
4,419.38 
3,448.65 
22,706.11 
22,168.80 


hey 


21,953.15 
25,605.24 
29,320.14 
35,364.11 


36,163.56 


36,607.84 
9,010.40 
50 O4 
3.25 


.92 


5.17 
14,697.07 
15,217.54 
15,373.08 
15,776.22 
15,226.04 
14,417.81 
6,869.23 
6,253.50 


5,545.70 


6,091.41 
6,408.36 
6,289.68 
6,340.00 
8,098.50 


08 
12,108.11 


16,796.27 
9 233.58 
2,789.70 
1,728.11 
1,748.25 
1,398.72 


wares 


$750 


for the 
deduc- 
$500 on 
income of 
of $50,000. 


and that 
can itemize 


on 
income 


Relation 
ship 
of Tan 


to Income Years 


1953 
1952 
1951 
1950 
1949 


1948 
1947 
1946 
1945 
1944 


48.906 
48.906 
54.390 
54.390 


54.180 
12.561 
40.583 
28.450 
18.048 


1943 
1942 
1941 
1940 
1939 


18.048 
18.048 
18.048 
18.048 
18.048 


1938 
1937 
1936 
1935 
1934 


16.840 
16.840 
8.930 
8.930 
8.130 


1933 
1932 
1931 
1930 
1929 


8.930 
9510 
9510 
9510 
1] 84!) 


1928 
1927 
1926 
1925 
1924 


12.630 
16.840 
17.920 
17.920 
17.920 


1923 
1922 
1921 
1920 
1919 


1918 
1917 
1916 
1915 
1914 
1913 
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21.600 
10.120 


500 
500 
1.183 


(). 
2.600 
;. 





For the 
deduction is used. 


1944 to 

a he 
tax on the top dollar of 
together the 
burden to total 


years 


with 


inmcome 


1953 
maximum rate 
income 
percentages ot 


Exhibit I] 


the 


the 


standard 
ol 
is given, 
tax 


gives 


the 


same 


value of 


Intormation 
without dependents 
The 


radically since 


the 
1913, 


and tax sacrifices cannot be measured ade- 


tor mart 


dollar h 
and the 


ied persons 


as changed 


real income 
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EXHIBIT IV 


Conversion of Income Taxes and Selected Incomes to Standardized Values for 
Married Persons for the Years 1913 to 1953 Based upon Consumer Price Indices * 


Standard 
ized 
Inc omes 


Price 
Indices 


114.4 
113.5 
111.0 
102.8 
1949 101.8 
1948 102.8 
1947 95.5 
1946 83.4 
1945 76.9 
1944 75.2 
1943 74.0 
1942 69.7 
1941 62.9 
1940 59.9 
1939 59.4 
1938 60.3 
1937 61.4 
1936 59.3 
1935 58 

1934 
1933 
1932 
1931 
1930 
1929 
1928 
1927 
1926 
1925 
1924 
1923 
1922 


1921 


Years 
1953 
1952 
1951 
1950 


$ 4,370.63 
4,405.29 
4,504.50 
4,863.81 
4,911.59 
4,863.81 
5,235.60 
5,995.20 
6,501.95 
6,648.94 
6,756.76 
7,173.60 
7,949.13 
8,347.25 
8,417.51 
8,291.87 
8,143.32 
8,431.70 

"$517.89 

Fa 8,741.26 

9,041.59 

8,561.64 

7 692.31 

7,002.80 

6,821.28 

6,821.28 

6,738.54 

6,613.76 

6,666.67 

6,839.95 


xu 


auwm uw 
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6,858 71 
6,983.24 
6,544.50 
1920 5,834.31 
1919 6,756.76 
1918 4.: 7,776.05 
1917 9,124.09 
1916 10,729.61 
1915 11,520.74 
1914 11,655.01 
1913 11,820.33 


“MX > be | 
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—$5,000— 


Standard 
ized 
Taxes 
640.38 
645.46 
606.49 
558.56 
538.11 
532.88 
726.18 
831.53 
,105.33 
,130.32 
,111.19 
247.85 
544.52 
165.28 
117.85 
116.09 
114.01 
118.04 
119.25 
122.38 
162.75 
154.11 
21.63 
19.69 
6.40 
19.18 
18.95 
18.60 
18.75 
46.17 
92.59 
125.70 
117.80 
128.35 
148.65 
256.61 
127.74 
32.19 
17.28 
17.48 
14.78 


June, 


Relation 
ship 
of Tax 
to Income 

14.652% 
14.652 
13.464 
11.484 
10.956 
10.956 
13.870 
13.870 
17.000 
17.000 
16.446 
3.455 
6.850 
1.980 
1.400 
1.400 
1.400 
1.400 
1.400 
1.400 
1.800 
1.800 
281 
281 
(94 
281 
281 
28i 
281 
675 
350 
800 
S00 
200 
200 
300 
400 
300 
.150 
150 
125 


1954 


Standard 
ized 
Incomes 
$ 8,741.25 
8,810.57 
9,009.01 
9,727.63 
9,823.18 
9,727.63 
10,471.20 
11,990.41 
13,003.90 
13,297.87 
13,513.51 
14,347.20 
15,898.25 
16,694.49 
16,835.02 
16,583.75 
16,286.64 
16,863.41 
17,035.78 
17,482.52 
18,083.18 
17,123.29 
15,384.62 
14,005.60 
13,642.56 
13,642.56 
13,477.09 
13,227.51 
13,333.33 
13,679.89 
13,717.42 
13,966.48 
13,089.01 
11,668.61 
13,513.51 
15,552.10 
18,248.18 
21,459.23 
23,041.47 
23,310.02 
23,640.66 


——-$10,000 


Standard 


ized 
Taxes 


$1,593.36 
1,605.99 
1,501.98 
1,417.08 
1,374.93 
1,361.56 
2,118.85 
2,426.26 
3,120.94 
3,191.49 
3,058.49 
710.90 
1,875.99 
789.65 
622.90 
613.60 
602.61 
623.95 
630.32 
646.85 
786.62 
744.86 
138.46 
126.05 
61.39 
122.78 
121.29 
119.05 
120.00 
205.20 
488.68 
663.41 
700.26 
624.27 
722.97 
174.18 
593.07 
236.05 
126.73 
128.21 
108.35 


Relation 
ship 
rf 7 ax 
to Income 


18.228% 
18.228 
16.672 
14.568 
13.997 
13.997 
20.235 
20.235 
24.000 
24.000 
22.633 
4.955 
11.800 
4.730 
3.700 
3.700 
3.700 
3.700 
3.700 
3.700 
4.350 
4.350 
900 
900 
450 
900 
900 
900 
900 
500 
3.563 
750 
350 
5.350 
5.350 
550 
3.250 
100 
550 
550 


458 
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quately by quantities of dollars. Therefore, are stabilized at real values according to 
Exhibit III for single persons and Exhibit 
IV for married persons are presented to 
show the real income and real taxes for 
the years 1913 to 1953. Quantities of dollars the 1947-1949 dollar at 100. 


the Consumer Price Indices published by the 
Bureau of Labor Statistics, which show 


$15,000 _— —$50,000 
Relation Relation 
Standard Standard ship Standard Standard ship 
ized ised of Tax ized ised of Tax 
Incomes Taxes to Income Incomes Taxes to Income Years 


$2,888.11 22.027% $43,706.29 $18,548.95 42.440% 1953 
2,911.01 22.027 44,052.86 18,696.04 42.440 1952 
2,731.53 20.214 45,045.05 17,434.23 38.704 1951 
2,589.11 17.744 48,638.13 16,789.71 34.520 1950 
2,519.45 17.099 49,115.91 16,386.80 33.364 1949 


14,591.44 2,494.94 17.099 48,638.13 16,227.39 33.364 1948 
15,706.81 3,916.88 24.938 52,356.02 25,247.12 48.222 1947 
17,985.61 4,485.16 24.938 59,952.04 28,910.07 48.222 1946 
19,505.85 5,656.70 29.000 65,019.51 34,895.97 53.670 1945 
19,946.81 5,784.57 29.000 66,489.36 35,684.84 53.670 1944 


20,270.27 5,632.81 27.789 67,567.57 35,296.32 52.239 1943 
21,520.80 1,340.39 6.228 71,736.01 8,837.16 12.319 1942 
23,847.38 3,961.05 16.610 79,491.26 31,556.44 39.698 1941 
25,041.74 1,880.47 7.509 83,472.45 22,778.63 27.289 1940 
25,252.53 1,408.25 5.577 84,175.08 14,409.09 17.118 1939 


24,875.62 1,387.23 
24,429.97 1,362.38 
1,410.62 
1,425.04 
1,462.41 


82,918.74 14,194.03 17.118 1938 
81,433.22 13,939.74 17.118 1937 
84,317.03 14,433.39 17.118 1936 
85,178.88 14,580.92 17.118 1935 
87,412.59 14,963.29 17.118 1934 


wuwmuwn vi 
muon ut 
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27,124.77 1,681.74 2 90,415.91 15,009.04 16.600 1933 
25,684.93 1,592.47 Y 85,616.44 14,212.33 16.600 1932 
23,076.92 418.26 812 76,923.08 6,715.38 8.730 1931 
21,008.40 380.77 81. 70,028.01 6,113.45 8.730 1930 
20,463.85 260.91 oled 3 68,212.82 5,436.56 7.970 1929 


20,463.85 370.90 ; 68,212.82 5,954.98 8.730 1928 
20,215.63 366.40 67,385.44 6,273.58 9.310 1927 
19,841.27 359.62 812 66,137.57 6,157.41 9.310 1926 
20,000.00 362.49 81: 66,666.67 6,206.67 9.310 1925 
20,519.84 574.56 68,399.45 7,975.38 11.660 1924 


20,576.13 997 .94 
20,949.72 ,994.75 
19,633.51 472.51 
17,502.92 ,312.72 
20,270.27 520.27 


68,587.11 4,580.25 12.510 1923 
69,832.40 11,648.04 16.680 1922 
65,445.03 11,623.04 17.760 1921 
58,343.06 10,361.73 17.760 1920 
67,567.57 12,000.00 17.760 1919 


a 
1 O 


~suNINU 


23,328.15 387.25 10.233 77,760.50 16,609.64 21.360 1918 
27,372.26 222.63 4.467 91,240.88 9,160.58 10.040 1917 
32,188.84 439.9] 1.367 107,296.14 2,746.78 2.560 1916 
34,562.21 236.18 683 115,207.37 1,705.07 1.480 1915 
34,965.03 238.93 683 116,550.12 1,724.94 1.480 1914 
35,460.99 201.94 569 118,203.31 1,379.03 1.167 1913 
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of the relation- V for single persons and in Exhibit VI for 
married persons. [The End] 


A graphic presentation 
ship of taxes to income is given in Exhibit 


EXHIBIT V 
Graphic Presentation of Income Taxes as a Percentage of Selected Incomes 


for Single Persons from 1913 to 1953 
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EXHIBIT Vi 
Graphic Presentation of Income Taxes as a Percentage of Selected Incomes 


for Married Persons from 1913 to 1953 
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incomes of $50,000 fourth line, $15,000 third line, 


The 
1943 income taxes 
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basis in 1943. Per cent of 
$5,000 firist line 
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Double Deductions— 
A Little Labyrinth 


By WALTER C. FRANK, CPA 
F. W. Lafrentz & Co., 
Oakland, California 


YHE 


tax 


ESTATE 


are 


TAX and the incom«e 
different in kind and wholly 
Thus wrote 
of the Board 
August 15, 1934, dis 
the Commissioner 
of Internal Revenue to correlate the two by 
the income tax 
purposes, of certain expenses of administra 
tion of a 


yy 


disparate in their incidence.” 
Annabel Matthews, 
oO! Appeals, on 


an 


member 
lax 


cussing attempt by 


disallowing deduction, for 


ranching business because these 


same expenses had been claimed and allowed 
as miscellaneous administration expenses in 


determining estate tax due." 


The 


tax gatherers 


unfairness—o! 


so it seemed to the 
of a legislative loophole which 
permitted a “double deduction” of expenses 
continued to be a source of litigation, despite 
the the Tax Board 
in 1934 and by the Circuit Court of Appeals 
the Tenth 1934, when 


the court opined: “Congress may authorize 


decisions rendered by 


for Circuit, also in 
a deduction of taxes from both income and 
Six years later, 
that “there 
in claiming the 
deductions as to both estate taxes and also 
The two 
taxes are different in theory and incidence.” 
Phe opinion went on to state that “it 
the to it 
deductions to to 


estate taxes if it chooses.’ 
1940, held 


necessary inconsistency 


in another court is 


no 
as to income taxes of the estate 


is for 
pres¢ ribe what, 


be 


Congress any, 


are allowed as each 


1 Kleberg, CCH 
> Brown . 
‘ Adams Vv 
(2d) 578 


Dec. 8683, 31 BTA 95. 
Commissioner, 74 F. (2d) 281 
Commissioner, 40-1 ustc © 9350, 110 


F 


Double Deductions 


In Terms of the Over-all 


Tax Program, Does Section 162(e) 


Justify Its Existence? 


Also, it is for the Congress to declare that 
there shall be but one deduction and where 
that shall be permitted. Congress has pre- 
scribed separately the deductions allowable 
for estate tax purposes and for income tax 
purposes, not that 
in be 
affected the circumstances of 
occurrence—that the items might 


come within each of the separate deduction 
provisions. 


declared 
way, 
-often 


has 


shall, 


Congress 
these deductions any 
by 


Same 


It is not for the Courts to supply 
if it be such—in 


the Commissioner .felt the same 
the in fact, he had 
felt that way even before 1917, 
1). 2449 was issued to that 
United States Government bonds not 
excludible from the The estate 
tax is on the transfer of the bonds and not 
upon the bonds themselves.”* This em- 
phasis on the difference between a tax on 
the transfer of property and a tax on the 
income from property was repeated in Mim. 
5202° at some length. Again, Regulations 
105, Section 81.13, replacing Regulations 80, 
Article 13 (1937), that “this tax 
[the estate tax] excise tax on the 
transfer, and is not a tax on the property 
transferred.” 


All distinctions were ignored 
when the problem of deductions arose. To 


this omission 


Actually 
way about 
apparently 
when T 


the statute.” 
two taxes; * 


state 
i, 
are 


gross estate. 


stressed 


1s 


an 


of these 


* Regs. 105, Sec. 81.13, par. 5. 
*CCH Federal Estate and Gift 
© 1300.906. 

* 1941-2 CB 241 
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the taxpayer's astonishment, the two very 
different taxes became just two provisions 
of the Internal Revenue Code, in Regula 
tions 111, Section 29.23(a)-1, and the re 
cently issued completely 
successor, 118, 
(a)-1. Both contain this statement: “Double 
deductions are not permitted. Amounts 
deducted under one provision of the Internal 
Revenue Code again be deducted 
under any other provision thereof.” Logic 
and a sense of fair play might admit the 
need for such restrictions if they were con 


and revised 
Section 39.23 


new 
Regulations 


cannot 


fined to the several provisions of any one 
type of tax prescribed by the Code; the 
unequivocal language quoted above, how 
ever, seems to be an example of attempted 
legislation by administrative and 
be no specific 
sweeping as the 
cited here imply 
Section 


rulings 
regulations. There appears to 
legislation as sentences 
In fact, as an analysis of 
162(e) of the Code will show, 
double deduction of items enumerated by 
Congress is permitted. In the related field 
of gift taxes, too, double deduction of cer- 


tain gifts appears to be 


possible and per 
mitted if the gifts qualify under the respective 
sections of the income tax and the gift tax 
laws.’ Nevertheless, the alliterative appeal 
of the expression “double deduction” creates 
an atmosphere of unfair advantage and a 
fiction of loopholes which do not, in fact, 
exist 


To plug this particular loophole,” Con 
gress enacted legislation, in 1942, to supply 
the “omission” mentioned by the 
court eight years before 
be said, in a roundabout 
16l(a) of the 1942 Revenue 
ternal Code was 


Section 162(e) as follows: 


circuit 
It did so, it might 

As Section 
Act, the In 


augmented by 


way 


Revenue 


“Amounts ailowable under section 812(b) 
as a deduction in computing the net estate 
decedent shall not be 


Section 


ota allowed as a 
deduction under 


tion 


23, except subsec 
(w), in computing the net income of 
the estate unless there is filed, within the 
time and in the manner and form prescribed 
by the Commissioner, a statement that the 
items have not been claimed or allowed as 
deductions under section 812(b) and a waiver 
of the right to have such items allowed at 
any time as deductions under section 812(b).” 


search for “double” 
this starting 
point, especially since it contains an excep- 
tion. The diligent taxpayer, therefore, after 


In the 
deductions, 


the forbidden 
section is just a 


’ Code Secs. 23(0) and 1004(a) (2) 
* Michael D. Bachrach, ‘‘Deductiongs Under 
Section 162(e) of the Internal Revenue Code,”’ 
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State laws imposing income taxes 
do not necessarily follow the federal 
pattern on ‘‘double deductions.” 


a brief Section 


Far 


look at 812(b), turns to 
23(w) from answering his 
questions, though, that subsection points to 
Section 126, subsections (b), (a) and (c), 
in that order. Scrutiny of Section 126(b) 
reveals references to Sections 23(a), (b), 
(c) or (m), and the thoroughly bewildered 
taxpayer, or his now, if he 
has not lost the thin thread of continuity, 
begin to make a checklist of deductions 
covered, generally, by Section 162(e) and 
those exceptions dealt with in Section 23(w). 


review of Section 812(b) 
shows that it refers to the following items 
(1) funeral expenses; (2) 
expenses; (3) claims against the 
(4) unpaid mortgages or other 
and (5) incurred 
settlement of arising 


Section 


adviser, can 


To begin, a 


administrafive 
estate; 

indebted 
during the 
from fires, 
other casualties, or 
trom theft, when such losses are not com 
pensated for by insurance or otherwise. 

There is a definite and unmistakable pro 
hibition against the double deduction of 
such casualty losses, expressed in Section 
812(b) and in the “loss” Section 23(e) in 
Internal Revenue Code Chapter 1. 


ness; losses 
estates 


storms, shipwrecks or 


Funeral expenses and unpaid mortgages 
are not allowable as deductions under Sec 
tion 23. That leaves only two groups where 
double deductions could occur: administra 
tive expenses and claims against the estate 
\gain, of the latter classification, only items 
also covered in Section 23 can be considered. 
Section 162(e) does not create deductibility 
for income tax purposes where none exists 
under the provisions of Chapter 1; it merely 
channels and restricts deductibility of. cer 
tain items otherwise deductible 
provisions of Chapters 1 and 3. 


under the 


Section 
Section 


126, then, referred to in the ex 
23(w), contains the final 
answer to the question: “What double de 
ductions are permitted?” The section deals 
generally with and deductions in 
respect of a decedent, and provides a means 
of taxing those items of income, less certain 
deductions, which were not included in the 
decedent’s income tax returns during his 
lifetime because of the accounting method 
used by him. It was enacted simultaneously 


ception 


income 


Proceedings of the New York University Seventh 


Annual Institute on 
p. 754 


Federal Tazation (1949), 
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with the amendment of Section 42(a), which 
had heretofore required the inclusion in the 
decedent’s final return of items accrued to 
the date of death, regardless of the account 
ing method followed otherwise 

Section 126(a) deals with items of gross 
income. Section 126(c) gives authority to 
deduct estate tax, in certain circumstances, 
from adjusted gross income. Section 126(b) 
offers the solution to the puzzle of the 
“double deduction.” It states: 


“(b) Allowance of Deductions and Credit 

-The amount of any deduction specified 
in section 23(a), (b), (c), or (m) (relating 
to deductions for expenses, interest, taxes, 
and depletion) or credit specified in section 
31 (foreign tax credit), in respect of a de 
cedent which is not properly allowable to 
the decedent in respect of the taxable period 
in which falls the date of his death, or a 
prior period, shall be allowed 

“(1) Expenses, interest, and taxes 
case of a deduction 
23(a), 


In the 
specified in section 
(b), or (c) and a credit specified in 
section 31, in the taxable year when paid,— 

“(A) to the estate of the decedent; except 
that 


“(B) if the estate of the decedent is not 
liable to discharge the obligation to which 
the deduction or credit relates, to the person 
who, by reason of the death of the decedent 
or by bequest, devise, or inheritance ac- 
quires, subject to such obligation, from the 
decedent an interest in property of the 
decedent. 

“(2) Depletion—In the case of the deduc 
tion specified in section 23(m), to the person 
described in subsection (a), (1), (A), (B), 
or (C) who, in the manner described there 
in, receives the income to which the deduc 


tion relates, in the 


taxable year when such 


income is received.” 

A glance at Section 23 shows that “double” 
deduction of the following items applicable 
to individual taxpayers are not permitted 


Losses by Individuals 
Sec. 23(g> Capital Losses 

Sec. 23(h) Wagering Losses 

Sec. 23(k) Bad Debts 

Sec. 23(1) Depreciation 

Sec. 23(0) Charitable 


tions 


Sec 23(e) 


and Other Contribu 
Sec. 23(p) Contribution of an Employer 
Employees’ Trust or Annuty Plan 
and Compensation Under a Deferred-Payment 


to an 


Vet Operating Loss Deduction 
Amortization Deduction. 


Alimony, Etc., Payments 


Double Deductions 


Sec. 23(v) Bond Premium Deduction 

Sec. 23(x) Medical, Dental, Etc., Expenses. 

Sec. 23(z) Amounts Representing Taxes 
and Interest Paid to Cooperative Apartment 
Corporation 

Sec. 23(aa) Optional Standard Deduction 
for Individuals. 

Sec. 23(bb) Circulation Expenditures 

Sec. 23(cc) Development of Mines 

Sec. 23(ee) Long-Term Capital Gains. 

Sec. 23(ff) Deduction of Exploration Ex- 
penditures 

Does the selection of a favored few de 
ductions for double benefit constitute an 
arbitrary rejection of all other deductions 
which might otherwise be available in the 
estate tax return and in the estate’s fiduciary 
income tax return? Apparently not, as a 
close-up view of the “rejects” will show. 

Section 23(g), (h), (k), (1), (s), (t), (Vv), 
(aa) and (ee) are deductions available in 
the decedent’s final return whether he be 
on the accrual or cash basis. They would 
not generally be the basis of deductions 
under Section 812(b) in any case. Section 
23(p) items are generally deductible on a 
cash basis only. The use by individuals 
of the plans described in that section would 
in practice appear to be limited, since the 
corporate form of doing business seems to 
be more conducive to the institution of 
pension and similar plans; it would seem, 
though, that if a claim contemplated in 
Section 812(b) for Section 23(p) items is 
possible under the various state laws, the 
amount of the payment under Section 23(p) 
would be deductible by the business when 
paid even though such business is operated 
by the successor to the deceased sole pro 
prietor 

Section 23(bb), (cc) and (ff) can gen- 
erally be expected to be used by accrual- 


basis taxpayers and, moreover, by taxpayers 


other than sole 


is difficult 
such an observa 


proprietors. it 
making 
tion, but it is safe 


to generalize in 
to assume that practi- 
tioners will not have much opportunity to 
weigh the propriety of “double deduction” 
of business expense discussed in this and 
the preceding paragraphs, or to test their 
logical conclusions in court. 


The following deductions “in respect of a 
decedent” can apparently be claimed under 
Section 812(b), but not in the estate fidu 
ciary income tax return, nor in the dece 
dent’s final return if not “properly allowable” 
in that final taxable period: alimony and 
related payments, medical and dental ex 
penses, and taxes and interest paid to co 
operative apartment There 
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which these 
deducted in the fiduciary 
income tax return, so that here again there 
is no possibility of a choice 


appears to be no provision by 
items could be 


between estate 
or income tax deduction 


Charitable bequests, etc., are deductible 
under Sections 812(d) and 162(a), if they 
qualify, and apparently are deductible under 
both provisions of the Code. Section 162(a) 
Section 23(o0); the 
double deductions of 
Section 23 items does not 
reach to Section 162(a) 


Which are the then, 
the “double deduction” of which the 


is Operative in lieu of 
prohibition against 


certam seem to 


expenses, against 
Com 
missioner 


warns so solemnly’ By elimina 


find that he 
administration 


tion and analysis we 
mean the 


can only 
attor 
court costs, ex 
publication, et« 


expenses, 
neys’ 


Tees, executors’ ices, 


penses of and 


appraisal 
which are allowable 


tax return 


in the fiduciary income 
Section 23(a)(2) if the 
statement and waiver prescribed by Section 
162(e) are duly filed 
penses in respect ot 


under 


They are not ex 
a decedent; the dece 
dent’s death merely 
which 


gives rise to transactions 

post mortem expendi 
tures to which the election and the prohibi 
tion double reter As 
said above, losses and thetts 
are also under either Section 
812(b) or Section 23(e), but not both, sub 
ject to an election 


occasion the 
against deductions 
was casualty 


deduce tions 


that the 
section 


It is noteworthy statement and 
162(e) should, 
filed with the 


which the 


waiver required in 
but not necessarily must, be 
return tor the year tor 


claimed asa deduc tion 


item Is 
It is sufficient that 
the waiver is filed with the Commissioner, 
or with the district director of internal reve 
nue, for That 
waive! 
filed, either be 
cause by an oversight no waiver 
with the 


association with the return 


seems to make 
after the 


it possible to file the 
return has been 
was filed 
return, of 
fled 


munmistration 


because a claim for 


refund is based on deduction of ad 
heretofore claimed 
¥12(b) or on the 


fiduciary income tax return.” The 


expenses not 


under Section original 


nonfiling 


of a waiver and the nondeduction of ad 


ministration expenses on the fiduciary re 


turn does not appear to constitute a binding 
election on the part of the taxpayer not to 
claim the deduction later if all requirements 


of Section 162(e) can be and are met at 


that time 
*Adam Young  Bennion, 


Estate or Income Tax 
Estates, 128 (1951) 
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I. T. 4048, 1951-1 CB 39, states that in its 
income tax return for a particular taxable 
year, an estate may take deduction of ad 
ministration expenses paid during that yeat 
without forfeiting its right to a deduction 
Section 812(b) for administration 
expenses paid in another taxable year, pro- 
vided the files the statement and 
waiver required by 162(e). The 
estate therefore has a choice not only of 


under 


estate 


Section 


deducting these items either from the gross 
estate or from the gross income of the es 
tate, but also of items to be deducted from 
either, but not both. Apparently the waiver 
is not considered a blanket waiver relative 
to all items, but only to those claimed in 
the income tax return with which the 
is associated. 


waive! 
Revenue Ruling 240, 
quite a step 
problem The representative 
allocate the admiunistrative 
to either the estate tax 


IRB 1953-23, page 
6, goes farther in 
this 


may 


discussing 
estate 
expenses 
return or the in 
return for the year in which 
payment is made, or to both in such propor 
desires, provided that there is 
The ruling, mentioning 
executor’s commissions and attorney’s fees 


come tax 


tions as he 
no duplication 


specifically, seems to make it possible not 
only to select items for deduction from the 
gross estate or from adjusted gross income, 
but to split such 


eithe 


items for allocation to 
return to secure the best tax result 
That becomes particularly 
there 1S 


that 


important when 
income or 
properly allocated, can 
eliminate the tax on one or the other re 


turn; anv “leftover” 


marginal 
deductions, 


property SO 


on one return can then 
be used to good advantage on the other one 


The ruling clear that the 


deduction on 


also makes it 


mere claiming of a 


either 


return election. 


when a deduction is claimed and al 


does not create a binding 
Only 
lowed on the estate tax return, or when the 

section 


the items 


statement and waiver 
162(e) have actually 
allowed or, 
section 


required by 
been filed, are 
under 


alternatively, waived 


812(b) precluded 
on the estate tax or the 
tax return 


deduction 
fiduciary 
respectively The 


trom 
income 
acceptance 
by the Commissioner of an estate tax re 
turn appears to constitute allowance of de 
ductions claimed thereon 


The Commissioner further emphasizes 


that the statement and waiver are not re 
quired to be filed with the income tax re 


turn, but may be filed at any time prior to 
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the expiration of the statutory period ot 
limitation applicable to the income tax re- 
turn in which the deduction is sought. It 
would seem, in the light of that statement, 
that the note at the foot of page 3 of Form 
1041 is and ignored, as 
far as the concurrent filing requirement 1s 
concerned. 


incorrect could be 


Ruling 240 opens up a possibility of avoid 
ing the making of a binding election as to 
the treatment of 
at least for 


administration expenses, 


some time after the filing of 


income tax returns. In 
best 
these deductions dees not become apparent 
until well after the estate tax return 
been filed. It seems now possible to trans 
fer deductions at 


the estate tax o1 


many instances, the 


taxwise use ol 
has 


the time of the examina 


tion of the estate tax or 


income tax return, 
whichever is examined first, simply by de 
ferring execution of the statement and waiver 
until that time, before the deduction in ques 
tion has allowed on the 


been estate tax 


return. Whether adoption of such a policy 


will be satisfactory and acceptable to the 
Commissioner, only time can tell, It should 
certainly not be ignored in considerations 
of tax planning. 

It should be noted that state laws impos 
ing income taxes do not necessarily follow 
the federal pattern on “double deductions.’ 
In California, for instance, there is no pro 
hibition against deductions on the fiduciary 
income tax return of 
and allowed for inheritance tax 
(Russell S. Bock, 1953 
fornia Taxes, § 604.) 


This 


items also claimed 
purposes. 


Guidebook to Cali- 


effort at 
does not 


particular 
country’s 
while. 


protecting the 
revenue seem worth 
no data available to show 
revenue might result if 
162(e) repealed It would 
appear, however, that in terms of the over 
all tax program, that section, cumbersome 


and complicated as it is, 


There are 
the loss in which 


section were 


does not justify 
its existence and the difficulty it has created 
of interpreting i applying it. 


[The End] 


and 


TAX ADVANTAGES OF DISCOUNT BONDS IN CORPORATE 
FINANCING—Continued from page 456 


gains tax to securities which on their retire 
ment may not result in capital gain, incon- 
well result 
application of §117(f). If this is 
this defect in the 
operation of the statute is for Congress and 
not for the courts.’ 

added that the 
is defect is not for the 
The 


not agree He 


sistencies and inequalities may 
from the 


so, the correction of 


It might be correction of 


+} 


Commissioner, 


either however, does 
acquiesced in the Caulking 
decision,” but has limited his acqui 


exact facts of that case,” 


Commissioner, 


since 
escence to the and 
stand that ot 


ruling 


s now taking a 


opposite to 


the courts in a 


concerning Israel 


Revenue Ruling 119 
dollar 
State of Israel operates in the 
United Bonds 
despite the mentioned above, 
the «x called attention to the fact 
United States Savings 
a specific 


The “12-year savings bond” of the 


same Way aS 


States 


Savings However, 


fact that, as 
urts have 
that the 


Bonds is 


discount on 
covered by Statute not 
applicable to other obligations, and despite 
the statement by the courts that Section 
117(f) is clear in its wording and is only to 


be changed by Congress, the Commissioner 


' 1944 CB 5 (Non-acq. 1943 CB 28 withdrawn) 
Rev. Rul. cited at footnote 25 


Double Deductions 


in Revenue Ruling 119, issued on July 6 
1953—holds that “the discount at which a 
‘twelve dollar bond’ of the 
State of Israel is originally issued consti 
tutes interest 


yeal Savings 
which is taxable as ordinary 
Section 22(a) of the Internal 
Revenue Code when realized upon redemp 
tion; it 


income undet 


does not represent an amount re- 
upon retirement of the bond within 
the meaning of Section 117(f) of the Code 


ceived 


In this ruling it is stated that there is no 
legal distinction for federal income tax put 
poses between discount on a United States 
Bond, Series E, 
the State of Israel bond 
and represents a 
tempt by the 


Savings discount on 


and 
This is not true, 
and unjustified at 
to legislate 


clear 
Commissioner 


Conclusion 


The financing by the use of 
discount bonds offers great tax advantages 
and is a sound one, despite the 
the Treasury Department. 
see how the 
maintain his 
in the 


plan of 


attitude of 
It is difficult to 
Commissioner can hope to 
position on the Israel 


face of the 


bonds 
the Caulking 
The possibility, however, that Con 
gress itself may change Section 117(f) should 


be borne in mind. [The End] 


States Savings Bonds 
49 Stat. 21; discount 


Opinions mn 
case 


* Discount on United 
is subject to Ch. 5, Sec. 6 
on Israel bonds is not 
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Procedure 


By LESTER H. SALTER, Attorney 
Providence, Rhode Island 


Advance Remittances for Proposed 
Jurisdiction of the 


OT INFREQUENTLY in the past 
N taxpayers have offered to make ad 
vance remittances on account of some pro 
posed additional tax* in 
interest * should it ultimately 


a deficiency 


order to stop 
be found that 


exists. There appears to be 

‘A proposed additional tax will usually first 
come to light in the course of office or field 
audit by an examining revenue agent If the 
taxpayer does not execute an appropriate agree- 
ment form, he will normally receive notice of 
proposed adjustments affecting his tax liability 
in the form of an invitation, contained in a 
so-called ten-day letter,’’ to an informal con- 
ference 

The term ‘“‘advance remittance’’ is broad 
enough to include any amount tendered by a 
taxpayer to the government at a time when no 
demand is being made by the government (other 
than solicitation of an agreement as to lia 
bility), and the amount is accepted by the gov- 
ernment as a deposit While this article is 
concerned primarily with advance remittances 
on account of proposed or tentative deficiencies 
it is believed that the discussion herein is 
applicable to other advance remittances as well 

Interest on deficiencies is provided by Sec 
292. Internal Revenue Code, as follows 

(a) GENERAL RULE.—Interest upon the 
amount determined as a deficiency shall be 
assessed at the same time as the deficiency 
shall be paid upon notice and demand from 
the collector, and shall be collected as a part 
of the tax, at the rate of 6 per centum per 
annum from the date prescribed for the pay 
ment of the tax (or, if the tax is paid in 
installments, from the date prescribed for the 
payment of the first installment) to the date 
the deficiency is assessed, or, in the case of 
a waiver under section 272(d), to the thirtieth 
dav after the filing of such waiver or to the 
date the deficiency is assessed whichever is 
the earlier If any portion of the deficiency 
assessed is not to be collected by reason of a 
prior satisfaction, in whole or in part, of the 
tax, proper adjustment shall be made with 
respect to the interest on such portion.”’ 

Deficiency’ is defined by Code Sec. 271 

as follows 

‘(a) IN GENERAL 
in respect of a tax 
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no clear-cut statutory authority for mitiga 


tion of interest on a deficiency finally re 
determined by the Tax Court* or agreed 
upon by the parties by reason of such an 
advance remittance.” But the lack of such 
authority may be of no practical importance 


‘deficiency’ means the amount by which the tax 
imposed by this chapter exceeds the excess of 

‘(1) the sum of (A) the amount 
the tax by the taxpayer upon his return, if 
a return was made by the taxpayer and an 
amount was shown as the tax by the taxpayer 
thereon, plus (B) the amounts previously 
assessed (or collected without assessment) as 
a deficiency, over 

(2) the amount of rebates, as 
subsection (b)(2), made."’ 

‘The Tax Court is given jurisdiction to ‘‘rede 
termine’ deficiencies by Code Sec, 272(a)(1) 

*Code Sec. 292(a), cited at footnote 2, pro 
vides, among other things 

‘If any portion of the deficiency assessed is 
not to be collected by reason of a prior satis 
faction, in whole or in part, of the tax, proper 
adjustment shall be made with respect to the 
interest on such portion."’ 

This sentence was added to Sec. 
Sec. 14(c) of the Individual 
of 1944 (58 Stat. 231, 246), for application to 
taxable years beginning after December 31 
1942. It was designed to accompany the change 
in the statutory definition of ‘‘deficiency’’ that 
a deficiency be determined without regard to 
certain advance payments as estimated tax and 
tax withheld. See Code Sec 
by Sec. 14(a) of the 
Act of 1944 Its 
interest on that 


shown as 


defined in 


292(a) by 
Income Tax Act 


271(b), as amended 
Individual Income Tax 
purpose was to eliminate 
part of a deficiency not to be 
collected by reason of the disregarded items 
See Sen. Rept. No. 885, 78th Cong., 2d Sess 
CB-1944, p. 889 Notwithstanding its different 
purpose, the wording quoted might apply to 
require an adjustment of interest where an 
advance remittance had been made to abide 
the fixing of the deficiency unless it can be said 
that the application of the remittance to the 
taxpayer's liability account is a ‘‘collection,’ 
or that the advance remittance was not a 
satisfaction of the tax, possibilities not 
entirely remote as may be seen from the dis- 
cussion in the text, below 
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How May a Taxpayer Stop the Running of Interest 


on Proposed Deficiencies While 


Preserving the Jurisdiction of the Tax Court? 


Additional Taxes— 
Tax Court and Related Problems 


because the government has not sought to 
collect interest on that amount of a defi- 
ciency already in the tax collector’s hands 
as a deposit. In Lichtenstein v. U. S.,° the 
government computed interest on deficien 
from the due date of liability 
(March 15 of the year next succeeding the 
year of each respective deficiency)‘ to the 
date an amount was tendered to be applied 
against the liabilities then undetermined but 
to be determined in 
agreement 


cies each 


with an 
held that the com 
putations were in accordance with the law 
there 


accordance 
The court 


was no citation to 
In Moses v. U. S.3 


a voluntary 


though statute 
or case law. 


spect to 


with re 
remittance, the court 
said: “. . . we see no reason why any 
have the right to defeat 
the addition of interest, 26 USCA § 493(a), 


by payment if he so desires.” 


Many indicate widespread 
recognition by the judiciary and the Inter 
nal Revenue Service that 
potential deficiency ceases to run with the 


citizen should not 


other 


cases 
interest on a 


making of an advance remittance.’ 


® 51-2 ustc § 9406 (June 15, 1951) 

Code Sec. 56 

+ 39-2 ustc { 9611, 28 F. Supp. 817 (DC N. Y.) 

* Rosenman v. U. S8., 451 uste 9 10,165, 323 
U. S. 658; Busser v. U. 8., 422 ustc {§ 10,207, 
130 F. (2d) 537 (CA-3), rev’g 42-1 ustc § 10,131, 
45 F. Supp. 327 (DC Pa.); Union Pacific Rail- 
road Company v. Bowers, 1928 CCH D-8161, 24 
F. (2d) 788 (CCA-2); Reading Company v. U. 8., 
51-2 ustc § 9394, 98 F. Supp. 598 (Ct. Cls.); 
Manee v, U. 8., 51-1 uste § 10,807, 97 F. Supp 
993 (DC N. Y.); Atlantic Oil Producing Com- 
pany v. U. 8., 40-2 ustc J 9810, 35 F. Supp. 766 
(Ct. Cle, But see New River Company v 
U. 8., 39-2 ustc | 9797, 30 F. Supp. 239 (Ct. Cls.) 
and South Coast Company, 38-1 ustc {§ 9058, 22 
F. Supp. 652 (DC La.). 

%® When a taxpayer does not agree with the 
examining officer's proposed adjustments, the 


Advance Remittances for Proposed Additional Taxes 


When making an advance remittance, the 
practice has been for the taxpayer to indi- 
cate clearly that he does not agree to the 
assessment of the proposed deficiency. If 
the matter cannot 


tratively 


then be settled adminis- 
Internal Revenue 
receipt ot 


with the 
upon 


Serv- 
ice,” a notice of deficiency 
the taxpayer files a petition with the Tax 
Court 
ever, 


In the latest reported cases, how- 


where remittances at least equal in 
amounts to the proposed deficiencies were 
made prior to the sending of the notices of 
deficiency, the Tax Court and the United 
States \ppeals for the Fourth 
have held that the Tax Court was 
without jurisdiction to redetermine the peti- 
tioners’ liabilities.” 


A. Anderson' 


Court ot 
Circuit 


These cases are Stanley 


and McConkey v. Commis 


stoner." 


Section 1101 of the 


Code provides 


“The Board and its divisions shall 
such jurisdiction as is 
by chapters 1, 2, 3, 
Title 


Internal Revenue 


have 
conferred on them 
and 4 of this title, by 
Il and Title III of the Revenue Act 


taxpayer will be afforded an opportunity for 
an informal conference with the group chief 
of the examining officer If no agreement is 
reached there, the taxpayer may file a formal 
protest to the report of examination, in which 
event the case will be forwarded to the appel- 
late division, where the taxpayer may have a 
further conference and opportunity for settle- 
ment without litigation, 


Questions of jurisdiction are ordinarily 
raised by motion, and most motions to the Tax 
Court are disposed of by order of the court 
without a reported opinion 


2CCH Dec. 16,692, 11 TC 841 (1948), accord, 
Julius Bendheim, 12 TCM 723 (June 29, 1953); 
Raoul Walsh, 21 TC —, No. 120 (1954). 

1352-2 ustc {§ 9537, 199 F. (2d) 892 
cert. den. 345 U. S. 924 (1953) 


(CA-4), 
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Until recently, Mr. Salter was 
special attorney and trial counsel, 
Office of Appellate Counsel, 
Boston. 


of 1926, 44 Stat. 9, or by laws enacted sub 
sequent to February 26, 1926.” * 


The contlerring 
322(d) in Chapter 


othe T 
272 


sections are 272 and 
l and corresponding sec 
That 


this 


tions ot chapters.” portion ol 


section which 


principally concerned is 


with discussion is 


“(a)(1) Petition to Board of Tax Ap 
peals.—If in the case of any taxpayer, the 
that there is a 
deficiency in respect of the tax imposed by 
this chapter, the Commissioner is author 
ized to send notice of such deficiency to the 
taxpayer by Within 90 
such notice is mailed (not count 
ing Saturday, Sunday or a legal holiday in 
the District of Columbia as the 
day), the may file 
the Board of Tax 


Commissioner determines 


registered mail 


days after 


ninetieth 
taxpayel a petition with 
Appeals for a redete 


mination of the deficiency. 


No assessment 
of a deficiency in respect of the tax imposed 
by this chapter and no distraint or proceed 
ing in court for its collection shall be made, 
prosecuted until such notice has 
mailed to the until the 
expiration of such ninety-day period, nor, if 
a petition has filed with the 
until the decision of the 
final.” 


begun, o1 
been taxpayer, not 
been Board, 


Be vat d has become 


The concurrence of three 
would appear to he 
Tax Court to 


facts or events 
thus required for the 
obtain jurisdiction (1) a 
Commissioner of a 
deficiency im tax; (2) the 
tice of the determination of deficiency to the 
taxpayer by and (3) the 
filing of redetermination with 
the ‘Tax within 90 after the 
mailing of the notice 


determination by the 
sending of a no 
registered mail; 
a petition tor 


Court days 


It is in the construction of the first such 
that the 
gives rise to question 
fined “ which 


the correct tax exceeds the tax shown upon 


requirement advance 


remittance 
“Deficiency” is de 


generally as the amount by 


the return as adjusted by previous assess 


The 


was explored 


rebates." 
“determination” 


ments or collections and 


meaning of 


™ The name of the ‘‘board'' was changed to 
the ‘‘Tax Court of the United States’’ by Sec 
504(a), Revenue Act of 1942, 56 Stat. 798, 957 

% Code Secs. 508, 702(a), 729(a), 732, 871, 912, 
1012, 1027(d) 

See footnote 3 
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Board of 
Board 


early 
wherein the 


in an Tax Appeals case,” 
said 

“By its very definition and etymology the 
word ‘determination’ 
consideration, 


connotes 
and 

International 
defines ‘deter 


irresistibly 
resolution, 
Webster’s New 
(1924 edition) 
mination’ as follows: 


conclusion, 
judgment. 
Dictionary 


“*State of 
settling 


decision; a judicial decision, 
and ending a controversy; a con 
clusion. Act of coming to a decision; that 
which is determined upon; conclusion; fixed 
resolution \ determining 
of bounds; a fixing of the extent, 
or character of anything. A 


coming to an end; termination.’ 


delimitation; a 
pt sition 
bringing or 


“The same authority defines the transi 
tive verb ‘determine’ as follows: 


“*To bring to a conclusion, as a question 
or controversy; to settle by authoritative or 
judicial sentence; to decide; as, the 


has determined the cause 


court 
To conclude or 
decide as the result of investigation, reason 
ing, etc.’ 

“The determination from which a taxpayer 
may appeal is one which fixes the amount 
of deficiency in tax It is the 
by which the controversy as to the defi 
settled and by 
which a final conclusion is reached relative 


final decision 


ciency is and terminated, 
thereto and the extent and measure of the 


deficiency defined.” 


Thus, if the 
istered 


Commissioner sends a reg 
taxpayer to the effect 
that he has conciuded that the taxpayer’s 
correct tax liability is an amount in excess 
of the tax liability reported by the tax 
payer on his return (as adjusted), and the 
taxpayer files a timely petition, it would 
that the Court has jurisdictior 
to review the Commissioner's 
Such jurisdiction should 


the court 


notice to a 


seem Tax 
conclusion 
obtain whether 


at any stage of the proceeding 
agrees or disagrees with the Commissioner’s 
conclusion that a 
ists, because, of course, it cannot be known 
whether a deficiency exists until an authori 
tative finding of the correct tax liability is 
made. The Board of Tax Appeals did so 
statute In C. A. O’Meara 
et al.,” two of the petitioners, “O” and “EF,” 
had filed a consolidated return showing a 
consolidated liability of $297,748.91, which 
was paid 


statutory deficiency ex 


interpret the 
1 


The Commissioner took the 


Assessments and collections are discussed in 
the text below. Rebates are defined in Code 
Sec, 271(b)(2) 

* Terminal Wine 
1 BTA 697 (1925) 

"% CCH Dec. 3729 
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position that the petitioners were not affili- 
ated and that separate returns should have 
been filed He 


notices, in the first of 


sent separate deficiency 
which—to “O”—he 
considered no part of the reported consoli 
dated liability payment theretor to 
have been reported or paid by “O.” In the 
later notice to “FE,” in computing the tax 
reported by “E,” he reduced the 
shown on the consolidated 
$218,203.81, the amount 


and actually contributed by “QO.” 


and 


amount 
return by 
attributed to “QO” 
The lat 
was in accordance with existing 
law,” but was, of course, inconsistent with 
the notice sent to “O.” “O” challenged the 
jurisdiction of the Board becaus¢ a propel 
application of the $218,203.81 
statutory 
The Board stated: 


“Whether or not the deficiency 
mined is correct, it 1s the 


ter action 


would have 


disclosed that no deficiency ex 


isted 


as detet 
function of the 
Board to determine, but the fact that upon 
examination by the Board it 


that the deficiency which the Commissioner 


is determined 


determined was erroneous to the extent that 
fact will not 
the Board of its jurisdiction. In this pro 


no deficiency in exists, oust 
ceeding the Commissioner determined that 
[“O’s”] total tax liability 
was $154,767.19; that no tax had previously 
been that accordingly a de 
$154,767.19. This peti 
tioner duly filed an appeal, asking the Board 
to find 


this petitioner’s 
assessed and 
ficiency existed of 


that no exists on the 


ground that there had already been assessed 


deficiency 


on its original return, and it had paid, an 


amount in excess of the deficiency now 
The establishing of the facts con 
this would 
to extinguish the and show an 
overpayment, but it would not alter the fact 
that in the 


had determinéd 


shown 


tended for by petitioner serve 


deficiency 


first instance the Commiussionet 


a deficiency 
No authority 
In Jl. Milgrim & Brothers, Inc 


dictional facts are not clearly 


cited for the holding 


Was 


»’ the juris 
stated in the 
Board’s expression 
littl 


time 


written opinion, but the 


on the jurisdictional leaves 


question 


room for doubt as to its view at the 


“On the jurisdictional question, the Com 


missioner has renewed his motion to dis 
miss which was heretofore filed and denied 
by the Board lhe 


forth a deficiency for the calendar year 1924 


deficiency notice 


sets 


An additional tax is asserted for that year 


~ Sec, 240(a) of the 

40 Stat. 1057, 1081 
27>CCH Dec. 7283, 24 BTA 853 (1931) 
22 Cited at footnotes 12 and 13 


fevenue Act of 1918, 


This is in accordance with the express lan 
gauge of the notice of deficiency. It may 
well be true that the respondent erred in 
his determination that 
tor this period. But 


a deficiency existed 
when he once deter 
mined that there was a deficiency, that fact 
gives us jurisdiction to determine whether 
or not it was correctly arrived at. We see 
previously 
hold that we 
have jurisdiction of this proceeding.” 


The 
manifest a position In 
their holding is that in order for the Tax 
Court to jurisdiction, 
a Statutory 


no reason to revoke the order 


entered herein and therefore 


recent opinions referred to above 


contrary essence 
have must be 
deficiency, assuming—but with 
out deciding that the 
right as to the tax 


there 


Commissioner is 
liability. If the 
missioner errs in summing up the tax shown 


Com 


by the petitioner on his return and amounts 
previously collected 
assessment) as a deficiency less the amount 
to the extent that there ts 
putative liability over the 
items, the Tax Court 
jurisdiction notwithstanding the Com 


assessed (or without 


of any rebates 

no excess of the 
rorezome does not 
have 
determination of a deficiency 


thereot to the 


missioner’s 


and notification taxpayel 


Anderson Case 


In the first case in which this result 
Stanley A. Anderson? 
been sent to the taxpayer on 
1947, of the 
deficiency of 
Said 


was 
notice had 
August 20, 
determination of a purported 
$1,097.08 for the year 1943 
deficiency was computed without re 
$1,100 which the 
had deposited with the collector 
on May 17, 1946, on account of the proposed 
additional tax 


reached, 


gard to an amount of 


taxpayel 


The petitioner did not ap 
Court hearing to contest 
respondent’s motion to dismiss for lack of 
jurisdiction ‘| he lax Court dec ided, citing 
Everett Knitting Works™ and Wiil County) 
Title Company,” that, giving effect to the 
$1,100 deposit, the tax had already 
“paid” and that as a consequence the de 
ficiency notice was invalid It 
held that “the inescapable 
its jurisdiction was lacking 


pear at the Tax 


been 


therefore 
prerequisite” of 


Everett Knitting Works* 


tion to review the Commissioner's disallow 


involved a peti 


ance of a claim for refund of an amount of 
additional tax which had been assessed by 


the Commfssioner and paid by the taxpayer 


8 Cited at footnote 12 
** CCH Dec. 2, 1 BTA 5 (1924) 
27> CCH Dec. 10,536, 38 BTA 
* Cited at footnote 24 


1396 (1938) 
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| he 


allege 


petition 


did not 
determination of a deficiency by 
the Commissioner, hence the case is hardly 
authority for the Anderson case. It may be 
pointed out that Everett Knitting Works, 
only the second written opinion by the then 
newly created Board of Tax Appeals,” ante- 
dated the O’Meara case by less than four 
years and that the membership of the Board 


which was dismissed 


the 


at the times both cases were considered was 
substantially the true, how 
that certain language in the Everett 
Knitting Works opinion seemingly supports 
the 


same.” It is 
ever, 
theory of the Anderson case: 


‘I he Zives 
to appe al to the 


statute the the right 


Board in cases where there 


taxpayer 


statutory deficiency 


No 


iS a 


authority was given tor this state 


ment, and obviously it does not accurately 


the But the 
appropriately, went on to point out 


“Tn the 
creating the Board, as expressed when the 
bill was being considered, we think it was 
not intended that should determine 
refund The Board was created to 
give the taxpayer a chance to have an open 
and neutral consideration of his liability for 
a deficiency he is required to pay. 
The harsh rule of payment first and litiga- 
tion afterwards was sought to be mitigated 
But the 


no place in 


paraphrase statute Board, 


view ot purpose of Congress in 


we 
claims 


before 


consideration of refund claims has 
this Payment 
and there is nothing 
upon which the determination of the Board 
can operate 


scheme 
made 


has 
already been 


effectively The taxpayer has 
heretofore had, a right of 
court to recover amount 


erroneously collected.” 


now, as he has 


action in any 


Although the court in the Anderson case 
also that the involved had 
been “paid,” the technical accuracy of that 
statement is doubtful in the light of Rosen 
man v. U.S.” 


said tax there 


Will County Title Company™ held that the 
Board has separate jurisdictions for income 
tax and for excess profits tax and that the 
jurisdictional requirements must be _ ful 
filled with respect to each tax if the Board 
is to have jurisdictional power to redeter- 
mine each tax—that is, determinations of a 


deficiency in tax and of 


income an over- 
'The Board of Tax Appeals was created by 
Sec. 900(2) of the Revenue Act of 1924, enacted 
June 2, 1924, 43 Stat. 253, 336 
* Eleven of the 16 members were unchanged. 
*% Secs. 274(a) and 280 of the Revenue Act of 
1924, cited at footnote 27 
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payment in excess profits tax will not sup 
port redetermination by the Board ot 
petitioner’s profits tax liability 
Neither then is Will County Title Company 
authority for the holding of the Anderson 
case. Moreover, the opinion in Will County 
Title Company carefully describes the juris 
dictional requirement (here under 
sion) to be the determination of a deficiency 


excess 


discus 


rather than the existence of a deficiency 


McConkey Case 


$2 


The case of McConkey v. Commissioner 
is the only appellate opinion on the instant 
subject and is the only opinion which con- 
tains discussion of all the prior cases re- 
viewed herein. In this case the taxpayer 
made advance remittances in the sum 
of a tentative deficiency which the collector 
accepted as “payments in suspense.” The 
notice of deficiency did not give effect to 
such payments,” 
a purported deficiency 

“Under the facts of this case taxpayers 
had paid the $11,277.46 later found by the 
Commissioner to be due for 1947, and when 
the Commissioner mailed his deficiency no 
tice there was the amount 
shown their return plus the amount 
collected without assessment 
There was thus no ‘deficiency’ upon which 
the jurisdiction of the Tax 
operate.” 


In 


court 


had 


“suspense and determined 


The court held 


no excess over 
on 
previously 


Court could 


discussing the foregoing cases, the 
agreement with the ra 
tionale of the Anderson case, though recog 
nizing that the opinion made no mention of 
the mandatory provisions of Section 272 
giving a right of appeal in all casés in which 
a deficiency was determined. The court 
disposed of the O’Meara and. Milgrim cases 
as containing neither adequate discussion nor 
supporting citations, and distinguished Ro- 
senman v. U. S™ The court sought to but- 
its decision on functional 


expressed 


tress grounds as 


follows: 


“Congress, it seems to us, has created a 
correlated scheme in aid of federal income 
taxpayers who think they have been 


fairly treated. 


un- 
Such a taxpayer may either 
(a) decline to pay the tax and seek relief 
from the 


Commissioner’s determination at 


* Cited at footnote 9. Query: When did the 
period of limitations on a claim to recover the 
$1,100 advance remittance in the Anderson case 
commence? See the discussion of payment in 
the text, above. 

1 Cited at footnote 25. 

% Cited at footnote 13 

33 Cited at footnote 9. 
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the hands of the Tax Court, or, (2) [sic] he 
may pay the tax and then sue to recover it 
in a federal court. He may peti 
tioners seek to do here, mix up these two 
mutually independent procedures by taking 
a part of one procedure and a part of the 
other. In other words, he cannot pay the 
tax, then, upon an erroneous determination 
of a deficiency by the Commissioner, when 
there is in fact no deficiency since the tax 
has been paid, seek a review by the 
Court.” “ 


not, as 


Tax 


However, as shown below, no such sepa 
ration of independent procedures is, in the 
writer’s opinion, accomplished by the court's 
holding. Moreover, it is established that in 
certain circumstances, the jurisdictions of 
the ‘Tax Court and other federal courts are 
concurrent with respect to the same issue.” 


If it be accepted as a rule that in order 
for the Tax Court to obtain jurisdiction, 
there must be an excess of the correct tax 
due (as determined by the Commissioner) 
over the amount of tax shown on the return 
plus any amounts previously assessed or 
collected without assessment at the time of 
sending of the notice, how does 
an advance remittance enter into the com- 
putation? In the McConkey case, the court 


advance 


Statutory 


within 
“col 
defi 
* It is known that at least some In- 
ternal Revenue officials have not considered 
voluntary remittances, of the type under dis 


viewed the remittance as 
the meaning of the statutory phrase 
lected without 


ciency.” 


assessment ...asa 


cussion, as collections on the supposition 


that the word “collection” denotes an af 
firmative action by the collector to obtain 
payment of tax payable.” Dic 


tionary “collect” do lend sup 


due and 


definitions of 


Compare this quotation with the quotation 
from Everett Knitting Works in the text, above 

' James H. 8. Ellis, CCH Dec. 17,558, 14 TC 
484 (1950): Ohio Steel Foundry v. U. 8., 2 ust 
§ 482, 38 F. (2d) 144 (Ct. Cls., 1930) 

*% See footnote 3 

7See Roles v 
F. (2d) 346 
(1952) 

‘Webster's New 
Second Edition (1942) 


Earle, 52-1 wuste © 9275, 195 
(CA-9), cert. den. 344 U. S. 819 


International Dictionary 


“To demand and obtain payment of, as an 
account, or other indebtedness; as, to collect 
taxes.”’ 

Black's 
(1951) 

To gather 


Law Dictionary Fourth Edition 


scattered 
property) 


together to bring 
things (assets, accounts, articles or 
into one mass or fund; to assemble 

To collect a debt or claim 
payment or liquidation of it, 
sonal solicitation or 

” Code Secs 


is to obtain 
either by per 
legal proceedings.’ 
3640, and following 

“See the quotation of a portion of Sec. 272 
(a)(1) in the text, above 
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Further, a brief 


district 


port to. that view 
description of thie han 
dling of these advance remittances indicates 
they are not accounted for in the manner ot 


ordinary collections of tax 


\iter a tax liability is ac 
complished by certification of a list,” a debit 
journal entry is made to the 
account which is in the 
up an account receivable. 


directors’ 


assessment ol 


taxpayer's 
nature of setting 
Payments, when 
said account to 
record satisfaction of the assessed liability 
However, in the case 
tional tax that reported by the tax 
payer on his return, no assessment may be 
made by the director because of the limita 
tions of Section 272(a).” 


received, are credited to 
of a proposed addi 
ovel 


Therefore, when 
the taxpayer makes an advance remittance 
against a proposed additional tax, there is 
no debit balance in the account receivable “ 
against which to credit it Under these 
circumstances the credit is made to “Ac 
count 9,” which is known as a suspense or 
unclassified account.“ This entry indicates 
that a later be 
made in some asset account and, therefore, 


reduction will sooner or 
represents a reduction in net asset values.“ 
The proposed additional tax or inchoate de 
ficiency does not appear on the director’s 
books of account. Only when the proposed 
deficiency has been finally redetermined and 
a deficiency assessed (or it is determined 
that no additional tax is due) is the amount 
in suspense applied as a credit to satisfy 
the deficiency (if any); and the balance then 
transferred to an excess-collections list and 
refunded presumably without necessity of 
a claim. 

Not only does it appear that accounting 


wise, at least, the director does not treat an 


“It is assumed that the tax reported on the 
return has been paid 

* There are various subdivisions of ‘‘Account 
9,"" representing different taxes For instance, 
subdivision 9c covers deposits for corporation 
income tax and subdivision 9d includes deposits 
for individual income tax 


“ Moses v. U.S 
Company v. U.S 


, cited at footnote 8; Reading 


, cited at footnote 9 


“On each June 30, the district director will 
transfer the balances in the various subdivi 
sions of Account 9 to the various subdivisions 
of “‘Account 9 pfy [prior fiscal year]'’ and on 
the following January 31, the balances in 

Account 9 pfy’’ will be assessed on a list 
entitled ‘‘Transferred from 
count.’ This is not an ordinary assessment 
list, and no other items are assessed on thi 
list If an outstanding account is later found 
which should have been or should be credited 
with amounts appearing on the January 31 
unclassified list, an appropriate journal entry 
will be made, transferring the credit, and.the 
amount thereby left outstanding on the list 
is abated 


unclassified ac 
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“ ” 45 
ance remittance as a collection, but 


Court in the Rosenman case “ 


he Supreme 


held such an advance remittance not to be 


a “payment.” ‘There the petitioners deliv 
ered $120,000 to the collector on 


24, 1934, 


bility 


December 
against estimated estate tax lia 
filing of the estate 
tax return in accordance with the terms of 
The $120,000 


account. On Febru 


pe nding the later 


an extension of time for filing 
Was put in a suSspens¢ 
iry 25, 1935, the return was filed, showing 
a liability of $80,224.24. The 
plied $80,224.24 of the amount in 
to the 
petitioners, 


or the 


collector ap 
suspense 
lability shown on the return, and 
on March 26, 1938, filed a clain 


‘I he 


as rejected, and the Commissioner 


balance of $39,775.76 clain 


deter 
after examination of the return, that 
orrect liability was $128,759.08 and that 
was a deficiency of $48,534.84" which 
vas subsequently assessed when petitioners 
did not file a petition with the Board of Tax 
\ppeals On April 22, 1938, petitioners 
paid a amount ot $10,497 4, repre 
senting the part ot the purported cdc ficiency 
plus interest not covered by the 


. 1 
mined, 
1 


the ¢ 


there 


further 


balance 
On May 20, 1940, 
claim for 


in the suspense account 
petitioners filed a new refund of 
$24,717.12, which was rejected on the 
yround that except as to the $10,497 34 paid 
in 1938, the The 


Commissioner 


claim was not timely.” 
Court of Claims upheld the 


but the Supreme Court reversed, stating 


government contends ‘payment 
December 24, 
transterred to the 
a check for $120,000 


ax’ was made on 


1934, when 


Collector 


petitioners 
This Stoppe d 


the running of penalties and interest, says 


and therefore is to. be 


ment by the 


the vovernment, 
treated as a Ppa 
on December 24, 


1 _ 
partie 


1934, the taxpayer did not 


discharge wl rie 


deemed a liability nor 


is asserted Phere Was 


interim arrangement to covet 


contingencies the future might de 


ax obligation did not become 


til April And 


1938 this is the 
Voses 1 I S., cited at 
v. Parle, cited at footnote 37 
*" Cited at footnote 9 
" This figure is the difference between the 
liability determined by the Commissioner 
($128,759.08) and the tax shown on the return 
($80,224.24) According to the 
VcConkey cases, the 
$8.759.08 


footnote %& Roles 


Anderson and 
deficiency was only 


"Code Sec, 910 provides the period of limi- 
tation for filing claims for overpayment of 
estate tax 

” The court went on to say 
When the deficiency assessment 
in the case at bar, its real effect 
assess a deficiency to be 
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was made 
was not to 


collected from the 


June, 


1954 °@ 


practs al 


construction which the 


govern 
ment has placed upon such arrangements 
The government 


advances of 


does not consider such 


estimated taxes as tax pay 
ments. ‘They are, as it were, payments in 
escrow have 


noted, in special suspense accounts estab 


They are set aside, as we 


lished for depositing money received when 
no assessment is then outstanding against 
The receipt by the government 
under such an 
ries no more significance 
ing of a surety bond 


is held not as 


the taxpayer. 
of moneys arrangement car 
than would the giv 
Voney in these accounts 
duly collected are held 
but as a deposit made in the nature of a cash 
bond for the payment of thereafter 
found to be due.” (Italics supplied.) 


The was 
the McConkeys, but the 
stated “That case, 


taxes 
taxes 


Rosenman case relied upon by 
court of appeals 
decided merely 
that such a payment as was made here would 


not set in motion thi 


however, 


statute of limitations 


against an instituted in the 


action 


federal 
of taxes paid until the 
liability for such taxes was defined by the 


court tor recovery 


subse quent deficiency 


Po be 


assessment.’ 


sure, the Supreme Court 


decided 
no question with respect to the jurisdic 
tion of the Tax Court nor did it hold that 


the advance was not a 


remittance “collec 


tion without assessment as a deficiency” but 


he writer unable 


portion of the 


is utterly to reconcile the 


italicized above quotation 


from the Rosenman case 


the Mec¢ 


al peals LAV E 


with the holding in 


onkey case Certainly, the court ot 
decisive significance to. the 


advance remittance in ch 


aracterizim l «as 


a collection 


However, discussion pro 
M ct 


practi al, 


and con ol 
propriety of the 


than 


mkey holding is more 


AC ack Ti 


bec ause, whethe 


One agrees with the decision of not, the 


taxpayer and his advisor must live with it 


vernment and of the 


lax Court ec: mw be 


| hie position 


pre dicted in the 


factual situation under discussion and =n 
taxpayer, but to determine the liability of 
taxpayer with respect to taxes which he had 
paid to the collector to abide the contingency 
of such a determination 

The attorney for the McConkeys advised the 
writer that, in fact, the deficiency has never 
been assessed and there is now pending in the 
United States Court of Claims a petition (No 
187-53) for refund of the amount paid in 
suspense’’ on account of the proposed 1947 
deficiency 

" But 
" 10,233 


compare Hanley v, U. 8., 45-2 ust 
63 F. Supp. 73 (Ct. Cls.), with Manee 
v. U. 8., cited at footnote 9, and Roles v. Earle, 
cited at footnote 37. These cases were all de 
cided after the Rosenman case 
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advantage can be perceived in adopting a 


course of action calculated to jom issue with 


that position 


Remaining Problems 


Notwithstanding the 


recognition ot the 
McConkey-Anderson rule, certain problems 


may remain for taxpayers and the govern 
ment if they imadvertantly become en 
tangled in the rule, and for those taxpayers 
who nevertheless seek to stop the running 


or interest on 


proposed deficiencies and 


preserve Tax Court jurisdiction 


Suppose, for instance, a finds 


jurisdic 
Tax Court on the government’s 
because the purported deficiency 
had been eliminated by an advance remit 


taxpavet 
his petition dismissed for 
tion by the 


lack of 


motion 


tance prior to the sending of the statutory 
notice The taxpayer 


strictions on 


waive the re 
assessment of the proposed 
district director 
credits the amount in the suspense account 


may 


deficiency “ and, when the 


against the assessment, file a claim for re 


tund and sue in an appropriate 


after the 


federal court 
claim has been denied or after six 
have passed.” Or the taxpayer 
attempt the withdrawal of his “de 
inviting, at the 
statutory notice ot 


months 
might 


posit,” saine time, a new 


to be mailed 
such amount has been repaid.” The 
director’s reaction to the latter course might 
be dictated by the 

sending a new notice 


cle nciency 
atte! 


availability of time for 
On the basis of the 
Inderson case, the first 


ind, therefore, did not toll the 


notice was invalid 


running of 


Code Sec. 272(d) 

Code Sec. 3772 The limitations of Code 
Sec, 322(c) will not prevent such suit where 
the petition to the Tax Court was dismissed 
for lack of jurisdiction. See Century Transit 
Company wv, U. 8., 51-2 usre § 9445, 99 F. Supp 
692 (DC N. J.) Although the Tax Court, in 
the Century Transit case, apparently dismissed 
for failure properly to prosecute and not for 
lack of jurisdiction, the rule of law enunciated 
by the district court is deemed sound 

Although assessment of the proposed de 
ficiency had not been made, the McConkeys 
filed a claim for refund of the ‘‘payments in 
suspense’ even before the government's motion 
to dismiss had been filed After the motion 
had been granted and the court of appeals had 
affirmed the Tax Court's dismissal of the pro 
ceeding, the Internal Revenue Service disallowed 
the McConkeys’ claim, and a petition was filed 
in the United States Court of Claims (see 
footnote 49). The McConkeys could contend that 
overpayment had been made on the strength 
of the Court of Claims’ views, expressed in 
the Hanley case (cited at footnote 50; also see 
footnote 63). If they prove to be wrong because 
no assessment—no payment,”’ their cause will 
not yet be lost because the period of limitations 
on claims for overpayment will not, a fortiori 
have begun to run 


Advance Remittances for Proposed Additional Taxes 


the statute of limitations upon assessment 
from the mailing of such first notice to the 


dismissal of the Court 
sending a new notice, 
such procedure might appeal to the govern- 
ment as offering an 


Tax 


proceeding.™ 
If time remains for 


“out” from the incon 
gruous situation of being denied the power 
under Section 272 of assessing or otherwise 
endeavoring to 


collect tax without first 


of deficiency and, at the 
same time, being unable to send a valid notice 
under the McConkey rule.” 
assessment has 
may be 


sending a notice 


If the time for 
expired, the 
expected to 


government 
resist any claim for 
release of the deposit because no machinery 
would be then available to it to determine 
and collect any asserted deficiency. With 
out attempting to explore all possible theo 
ries the government might advance for 
retention of the deposit in such situations, 
it may be anticipated that the 
will contend the 


government 
advance remittance was 
received in escrow on an implied agreement 
to abide a final determination of the tax 
payer’s liability and that, 


amount in suspense 1s not 


therefore, the 
returnable until 
an overpayment has been found by a com 
petent court or the taxpayer’s liability has 
been settled by The district 
director’s return the deposit 
the taxpayer to take action in 
federal court which would air the director's 
dilemma 


agreement 
refusal to 
would force 


A further problem is indicated when the 
proposed deficiencies are in different taxes 


wherein the Tax Court’s jurisdiction is 


separate,” or for 


more than one 


taxable 
‘If venue is in a United States judicial cir 
cuit other than the Fourth Circuit, the tax 
payer might file a petition for review of the 
Tax Court's dismissal under Code Secs. 1141 
and 1142 
‘Code Secs, 275(a), and following 


Gott v. Live 
1931 CCH © 9216 
VIII-2 CB 256 


Poultry Transit Company 
17 Del. Ch. 288; G. C. M. 7123 


* Although the government has the money in 
hand as a deposit in a suspense account, its 
right to retain it may depend on its power to 
make a legal assessment See U. 8. vw. Yellou 
Cab Compazy 37-2 wstT * 9391. 90 F. (2d) 699 
(CCA-T7) 

‘The success of such a position may well 
depend on the factual questions as to whether 
there was an escrow agreement and, if 
nature of its terms See Shanley 1 
36-1 uste § 9069, 81 F. (2d) 13 (CCA-2) 


so, the 
Bowers 


* Will County Title Company, cited at foot 
note 25: Martin Weiner Corporation, CCH Dec 
20,109, 21 TC No. 59 (1954). Note that the 
ad valorem fraud penalty is not considered as 
involving a separate jurisdiction than the tax 
on which the penalty is computed 
M. Still, Inc., CCH Dee 
(1953) 


See George 
19,511 19 TC 1072 
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year, and the taxpayer makes an advance 


remittance without expressing his intention 
as to the application of the sum to the 
various proposed liabilities or between the 
principal of the liabilities and interest. The 
advance enough to 
eliminate one proposed deficiency if applied 
to it, but not 


remittance may be large 


enough to eliminate all 
or any of the deficiencies if pro rated among 
the different proposed liabilities 
lem 


large 


This prob 
can be 
Internal 


ordinary 


eliminated, because the 


Service 


easily 
Revenuc recognizes the 
debtor-creditor relation- 
ship,” and it is believed they may be applied 
in directing applications of the advance re- 
(debtor) 
should be 


pri yposed 


rules of 


mittance The taxpayer may di- 


broken 


deficiencies 


how the sum 
to the and 
interest If he does not do so at the time 


rect down 


various 


of making the 
(creditor) 
application lf 


remittance, the collection 


make any desired 
party 
application at the time of remittance and a 
question subsequently arises, the remittance 
will be broken equitably among 
interest-bearing and noninterest-bearing lia- 
bilities, that is, 
bilitue Ss, 


As to 


earns 


omceyr 


may 


neither makes an 


dow n 


proposed additional tax lia 


interest, and ad valorem penalties 


whether an advance 


interest 


remittance 
during the period it is on 
deposit, when it is subsequently found that 
the proposed additional tax was erroneous 
in whole or part, there is 
views.” The government has 
that no 
The Supreme Court 


pointed out the 


a contrariety of 
generally 
was payable.” 
in the Rosenman case 


contended interest 


government’s inconsistency 
in arguing, on the one hand, that a deposit 

*G. C. M, 2861, VII-1 CB 255 

” See the cases cited and discussed in Donald 
C. Alexander, “‘Overpayments of Taxes or Gov 
ernment Investments at Six Per Cent: The 
Problem of the Allowance of Interest,"’ 7 Taz 
Law Review 231 (1952) See also Reading Com 
pany v. U. 8., cited at footnote 9 

"The latest of several opinions 
years by the Comptroller General, concluded 
, this office will withhold approval of 
payment of interest on refunds of excess pay 
ments where the excess payments, not being 
required by the government at the time, were 
made to internal revenue officers on tentative 
returns, materially incomplete returns, or in 
anticipation of additional assessments, irre 
spective of whether it finally is determined that 
any tax was payable.”’ (Italics supplied.) 
Cc. G. O. B-28367, 22 Comp. Gen. 538 (1942) 

' Cited at footnote 9 

" The United States Court of Claims con 
tinued to allow interest on the excess of the 
deposit from the date of remittance in Hanley 
v. U. S., cited at footnote 50, and Reading Com 
pany 1 U. 8., cited at footnote 9, on the 
strength of Code Sec. 3770(c), which section 
enacted after the events involved in the 
Rosenman cast 
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over the 


was 


June, 


1954 °@ 


iS not a payment tor purposes of interest 
on overpayments and, on the other hand, 
that it is a payment for purposes of the 
period of limitations on claims for over- 
payment Since the Supreme Court de- 
cided that the advance remittance was not 
a payment, it may be said that inferentially 
it approved the cases holding that no in- 
terest is payable on excess deposits Never 
theless, the Rosenman case would appear to 
provide a reasonable basis for claiming 
amount in the sus 
pense account from the date of assessment 
of the deficiency or from the date of any 
determination that no additional tax is due 
No such middle ground has been adopted 
by the courts since the Rosenman case; in 
fact, in Manee v. U. S™ that argument was 
specifically rejected. Nor has the split in 
viewpoints been healed by Rosenman 


interest on an excess 


In view of all 
how 


the above considerations, 
should a taxpayer proceed when he 
has the funds available and desires to save 
interest on a proposed deficiency and, for 
some reason which appears substantial, pre 
ters the Tax Court as a forum? It is this 
writer’s opinion that such objective may be 
accomplished by the taxpayer’s execution of 
a waiver of the restrictions upon 
ment and collection of tax“ to an amount 
less than the deficiency proposed and by the 
payment of such lesser amount.” The de 
ficiency notice which is subsequently issued 
in the remaining amount will establish the 
jurisdiction of the Tax Court to redetermine 
the taxpayer’s entire liability for the years 
and taxes for which deficiencies were deter 


assess 


mined,” including consideration of any overt 

Sec. 3770(c) provides: ‘‘(c) RULE WHERE 
NO TAX LIABILITY.—An amount paid as tax 
shall not be considered not to constitute an 
overpayment solely by reason of the fact that 
there was no tax liability in respect of which 
such amount was paid.”’ 

In Manee v, U. 8., cited at footnote 9, and 
Murphy v. U. 8., 48-2 uste 9 10,629, 78 F. Supp 
236 (DC Calif.), this section was held inap 
plicable. It should be noted that in the Hanley 
case the government conceded the applicability 
of Sec. 3770(c) but apparently recanted by the 
time the later cases were argued 

™ Cited at footnote 51 

*® Execution of a waiver of the 
on assessment as to the full amount of the 
proposed deficiency before the notice is sent 
will free the Commissioner from the duty of 
sending a statutory notice imposed by Sec 
272(a)(1) of the Code and deprive the taxpayer 
of his right to a redetermination by the Tax 
Court Associated Mutuals, Inc. v. Delaney, 
49-2 ustc © 9346, 176 F. (2d) 179 (CA-1) 

*® Commissioner UV Milling & Elevator 
Company, 13-2 ust { 9673, 320 U S 418 
Ernest J. Keefe, CCH Dec. 18,006, 15 TC 947 
(1950); Dickerman & Englis, Inc., CCH Dec 
1934, 5 BTA 633 (1926) 


restrictions 


Gooch 
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payment claimed in the petition” resulting 
from the payment of the agreed additional 
assessment.” Neither execution of the 
waiver by the taxpayer nor action there- 
upon by the Commissioner will prevent 
either party from further contesting the 
liability in the absence of circumstances 
giving rise to an equitable estoppel.” 

As an alternative to the procedure sug 


gested above, the taxpayer might, upon 


notification of a proposed additional tax, 
request the prompt sending of a statutory 
notice. When the notice has been received, 
he could file his petition with the Tax Court 
and _ then the 
payment 
oust the 
Court of its jurisdiction obtained upon the 
proper sending of the deficiency notice and 
the timely filing of the petition.” 
should then his petition to 


claim overpayment,” which he may do” as 


agree to the 
The 


deficiency 


assessment of 
deficiency. 
of the 


assessment and 


will not Tax 


The tax- 
payer amend 
of course if answer has not been filed or, if 
an answer has been filed, by consent of the 
Commissioner or by a 


motion for leave 


filed with the court.” 


Either of the suggested procedures would 
eliminate interest problems because interest 
on any deficiency ultimately determined (up 
to the amount consented to in the waiver) 
would be stopped not later than 30 days 
after filing the waiver.“ Interest would be 
payable to the taxpayer on any overpay- 
ment subsequently found computed 
the date of the overpayment.” 


from 


civilian employment, and ranks 


Conclusions 


(1) Where a taxpayer makes an advance 
remittance in the amount of a preposed 
additional tax, the government will not seek 
to collect interest from the date of the 
advance remittance on any additional tax 
ultimately found to be due 

(2) In order for the Tax Court 
jurisdiction of 


to have 
a proceeding, there must be 
deficiency in existence at the 
time the deficiency notice is sent, assuming 


a Statutory 


the Commissioner’s determination of the 


tax liability to be correct 


(3) An remittance, while not a 
“payment” for purposes of the statute of 
limitations on claims for overpayment, is a 
“collection without defi- 
and is therefore to be considered 
in ascertaining whether there is a deficiency 
for purposes of Tax Court 


advance 


assessment aS a 
ciency” 


jurisdiction 
(4) A taxpayer seeking to stop the run 
ning of interest on a proposed additional 
tax while preserving the jurisdiction of the 
Tax Court may adopt one of the following 
two procedures: (a) He 
restrictions on the 
deficiency than 
amount, claiming 
amount in his 


may waive the 
assessment ot a 
pre yp sed 


lesser 
and pay such 
overpayment of 
petition to the 


lesser 


such ‘Tax 


Court after a statutory notice of deficiency 


is received; or (b) he may request a prompt 
statutory notice and file a petition to the 
Tax Court when the notice of deficiency is 
received, thereafter consenting to the as 
sessment of the deficiency, paying it and 
amending the petition to claim overpayment 


[The End] 


. defense still involves about one-half of all Federal 


next to education in volume of public employment and payrolls." 


—Bureau of the Census. 


filed if the 
period of limita- 


* No separate claim need be 
petition is filed within the 
tions on claims for refund Code Sec. 322(d) 

®& Lehigh Valley Coal Sales Company, CCH 
Dec. 5059, 15 BTA 1401 (1929) 

*® Compare Guggenheim v. U. 8., 48-1. ust 
§ 9232, 77 F. Supp. 186 (Ct. Cls.), with Payson 
v. Commissioner, 48-1 ustc § 9196, 166 F. (2d) 
1008 (CCA-2), and Steiden Stores, Inc. v. Glenn, 
50-2 ustc 9 9423, 94 F. Supp. 712 (DC Ky.). 

%” Katharina Richter, Exrx., CCH Dec. 5238, 
16 BTA 936 (1929): Magdalena W. De Sabichi, 
CCH Dec. 1545, 4 BTA 445 (1926). 

™ The court will consider the payments made 
after the deficiency notice was issued in re- 
determining the deficiency and may therefore 
find an overpayment Standard Portland Ce 
ment Company v. Commissioner, 35-2 ust 
€ 9641, 80 F. (2d) 585 (CCA-3). 


Advance Remittances for Proposed Additional Taxes 


72 The amendment 
period of 


must be 
limitations on claims 
unless a claim had actually been filed within 
such period and the amendment involves no 
new ground American Smelting and Refining 
Company, CCH Dec. 11,751, 44 BTA 131 (1941) 

™ Rule 17 of the Rules of Practice Before 
the Tax Court of the United States 

See footnote 2. But see U. 8. v. Goldstein, 
51 ustc § 9352, 189 F. (2d) 752 (CA-1), distin 
guishing an accomplished waiver from an offer 
of waiver 

% Code Sec, 3771. Herrick v. U. 8., 52-2 us1 
{ 10,879, 108 F. Supp. 20 (DC N. Y.). The over 
payment occurs when the assessment list is 
certified assuming the amount of the assess 
ment had been remitted. Thomas v. Mercantile 
National Bank at Dallas, 53-1 vustc % 10,905. 204 
F. (2d) 943 (CA-5) 


filed within the 


for refund 
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Taxation 
of Compensation 


The Use of Stock Compensatory 


Options Has Been Given Impetus by Two Recent 


Decisions: McNamara and Lauson Stone 


Compensating Executives 
and the Latest in Stock . 


“take-home” pay 1s 


asso 


7 HE TERM 


ciated, almost exclusively, with union 


employees. In a very real sense, however, 
also is vitally 
although 


taking it 


the corporate executive con 
cerned with his “take-home” pay 
willing to defer 


he may be more 


home 


Many 


crease the 


means have been adopted to m 


executive’s compensation, es 
Certainly Congress 
and the 


worker alike in this respect 


pecially by deferring it 


has aided management nonsalaried 


Currently, the most widely used methods 


of deterring 


pront 


compensation are pension and 


haring plans. Qualified plans under 
Section 165 defer both receipt and taxation 
of the 


i 6receipt 


compensation to the employee; and 


occurs when the employee is 


retired: it is presumed he will then pay 


smaller income taxes than if he had received 


the compensation while working and draw 


ing a regular salary. ‘These plans also offer 
the opportunity of taxing the employee on 
this deferred compensation at capital gains 
rates, provided he is paid in a lump sum upon 


severance ot ¢ mployme nt 


The basic requirement in achieving these 
tax results is that these plans do not dis 


This 


benefits for 


criminate in tavor of management 


obviously eliminates special 


key personnel Also, to realize substantial 
a participant in these plans must 


pet iod of time. 


bene hits, 


be employed lor a long 


From the standpoint of the executive, an- 


other defect is that he may want his com 


| 9253, 324 


' Commissioner wv 
U. S. 177, reh’g den 
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Smith, 45-1 ust 
324 U. S. 695 


June, 


1954 °@ 


pensation currently instead of in the distant 
and uncertain future 

In the 1950 Revenue 
in a measure, the problem of compensating 


Act Congress eased, 


executive personnel by enactment of Section 
130A of the Code, providing for so-called 
restricted stock There was agita 
tion for this remedial legislation as a result 
of the the Supreme Court in 
the Smith case,’ and more particularly be 
cause of the broad inter- 
pretation of that decision, which led to the 
virtual 


options. 
decision ol 
Commissioner’s 


abandonment of stock 


method of 


options as a 
common 
In the 


yranted an 


compensating employees 
Smith case the corporate employer 
employee the 

stock of another corporation 


option to buy 
The 
Tax Court 


Supreme 
that the 
option itself did not have any value when 
granted, since the market price of the stock 
and the option price for it were then prac 
tically the same. 
as the Supreme 


Court agreed with the 


Accordingly, it was clear, 
Court pointed out, that, 
when granted, the valueless option did not 
“transter any of the shares of stock from 
The Court 


concluded that, necessarily, since the option 


the employer to the employee.” 


was given intention 


as compensation, the 
was to compensate at a later time when the 
employee that 


time the market price was, as anticipated, 


exercised it, assuming at 


in excess of the option price. As it turned 
out, this was the case, and the employee 
was held to have realized fully taxable in 
come upon exercise of the option, with the 
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Options 


By JOHN B. LEAKE, Attorney 
Montgomery, McCracken, Walker 
& Rhoads, Philadelphia 


income being the spread between the market 
price at that time and the option price. 

Che Commissioner's 
He promptly 
Regulations * 


reaction 

the Income Tax 
to state flatly that a transfer 
ot property to an employee for less than its 
value, 


was swilt. 


amended 


even though in the form of a sale, is 
compensation to the employee to the extent 
of the difference between the value of the 
property and the amount the employee pays 
for it. The regulations still stand. No one, 
doubts that the regulation went 
beyond the Smith case, for it eliminated alto 
gether the question of intention to compensate 


| believe, 


The restricted stock options provided for 
in Section 130A measure of reliet 
In a sense they establish a middle ground 
Unlike pension 
they 


give a 


and 
used 


profit-sharing plans, 


may be 


to discriminate in favor 


of management long 
of employment is not necessary to 
upon them; and, finally, they 


tor long, actual realization 


Moreover, a period 


realize 


do not deter, 


These regulations 
39.22(a)-(1) (ce) The 
lished in T. D. 5507 


are now Regs. 118, Sec 
1946 amendment is pub- 
1946-1 CB 18. A ruling 
on employee stock options was contemporane 
ously issued. (I. T. 3795, 1946-1 CB 15.) Prior 
to the 1946 amendment, the regulations provided 
that the transfer of property under such circum- 
stances was income to the employee to the 
extent that the difference between the market 
value and the amount paid was in the nature 
of compensation 

Code Sec. 130A(a)(2) 

*Senate committee reports clearly 
that no income will be realized, at the time of 
granting a restricted stock option, even though 
there is a spread at that time between the op- 
tion and market prices. The Senate Finance 
Committee stated that ‘‘no tax will be imposed 


indicate 


Compensating Executives 


One of the most serious defects of this 
kind of option is that the employer nevet 
gets an income tax deduction with respect 
to it The 
restrictions 


principal 


section also contains many 


Among the 


stock 


and _ limitations. 
features of a restricted 
option are the following: 


(1) The 

(2) The employee and his family must not 
own more than 10 per cent of the voting 
stock of the employer corporation (or its 
subsidiary or parent). 


option must be 


nonassignable. 


(3) The employee must not 
the stock within two years of the granting 
of the option nor 


receiving the stock. 


dispose ol 


within six months of 


(4) The benefits provided by the statute 
are: 

(a) The employee realizes no 
when he exercises the option. 

(b) If, at the time of granting the option, 
the option price was at least 95 per cent of 


income 


the market value of the stock, the ultimate 
the stock at a gain will result 
in capital gain. If, however, the option 
price was less than 95 per cent but at least 
85 per cent of the market price at the time 
of granting the option, the employee cet 
tainly will realize at 


sale of 


least ordinary 
the stock or 
owning it, regardless of whether 


gain at such time 


some 


income when he sells dies 


there is a 


‘These limitations 


clude 


statutory which pre 
favor of 10 
per cent stockholders, require the employee 
to hold the 


deny deduction to 


use of these options in 


stock for specified intervals, 
the corporate em 
ployer, and present real problems of valua 
tion for closely held stock in order to meet 
the 85 per cent and 95 per cent requirements 


provide limited relief in this field.” 


any 


above-men 
tioned possibilities, or if they do not fit one’s 
needs, what 


key 


If use has been made of the 


avenues remain open to com 


pensate personnel through the use of 
at the time of exercising a ‘restricted 
option’ or at the time the option is 
S. Rept. No. 2375, 8ist Cong 

p. 60 (1950). 

>The statute provides that in the case of the 
85 per cent option, the spread between the 
option price and the fair market value (a) at 
the time of disposition or death or (b) at the 
time the option is granted, whichever is small- 
er, will be the ordinary income (Code Sec 
130A(b).) This means that the taxpayer cer- 
tainly will realize ordinary income, even though 
he ultimately sells the stock for less than he 
paid for it 

* Certain modifications of the technicalities of 
these restricted stock options have been pro- 
posed in the Revenue Code of 1954, now before 
Congress. H. R. 8300, Sec. 421 


stock 
granted 
2d Sess 
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stock options’ lwo 


possibilities 


recent cases suggest 


McNamara v. Commissioner 


In the case of McNamara v. Commissioner,’ 
decided by the Court of Appeals of the 
Seventh Circuit, the stock option had real 
value when granted to the employee, since 
the option price was below the market price 
at the time and the option was fully assign- 
able. The facts also showed that the option 
was clearly intended as compensation and 
was not a so-called “proprietary” option 


Cuneo, a stockholder of National 
lea Company, proposed to McNamara that 
McNamara take over the general manage- 
ment of the tea company. Pursuant to this 
suggestion, Cuneo, in November, 1945, sent 
McNamara a proposed employment contract 


large 


setting forth McNamara’s compensation and 
providing that McNamara was to have an 
option to buy 12,500 shares of the tea com- 
pany’s stock. In March, 1945, without a 
contract or the option (action on it had been 
held in abeyance because oO! wage stabiliza 
tion), McNamara was elected a vice presi- 
dent of the tea company and started working 
for it 


In the summer of 1945 wage stabilization 
was discontinued, and in August McNamara 
entered into a formal two-year employment 
contract * with the company. Simultaneously, 
the directors authorized the stock option, 
which McNamara shortly thereafter ac 
cepted. The pertinent terms of the option 
were 


(1) It had a two-year life 
August 24, 1945. 


running trom 


(2) It provided for the purchase of 12,500 
shares of the company’s stock at $16 per 
share 


(3) McNamara 


could take 


first six 


down 3,125 
during the months of the 
and an additional 3,125 in each six 
months thereafter. 


shares 


option 


In its 1945 return the employer corpora- 
tion deducted what it considered to be the 
then current value ef the option as com- 
pensation paid to McNamara. Correspond- 
ingly, McNamara included in his 1945 return 
the same amount, $16,375. 


In March, 1946, and again in March, 1947, 
McNamara exercised his option to the extent 


7 34-1 ustre f 9255 (CA-7), rev'g and rem'g CCH 
Dec. 19,495, 19 TC 1001 

* This contract was back-dated to March 21, 
1945, when McNamara actually began working 
for the company It expired two years later 
March 21, 1947 
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of 6,250 shares on each occasion. He paid 
$100,000 for block of 6,250 shares, 
since that was the aggregate option price. 
In 1946 the market price of the 6,250 shares 
he purchased was $178,125, and the market 
price for the 1947 shares when purchased 
was $177,343.75. The Commissioner deter- 
mined that the spread in each case was fully 
taxable ordinary income. The Tax Court, 
in a decision reviewed by the entire court 
without dissent, agreed with the Commis 
sioner. But the court of appeals disagreed, 
and concluded that McNamara realized no 
income whatsoever in 1946 or 1947 


each 


either 
upon exercise of the option. 


The focal point in the opinion of the court 
of appeals was: 


(1) whether it intended that the 
granting of the option in 1945 was compen- 
sation; or 


was 


(2) whether, to the contrary, it was in- 
tended to compensate McNamara in the 
future upon exercise of the option on the 
anticipated spread. 


Intention, according to the court, was the 
paramount and controlling factor.2 From 
the record it concluded that the intention 
was to compensate McNamara in 1945 by 
granting the option. As this 
intention it 


evidence of 


mentioned the following: 


(1) the employment contract itself; 

(2) the fact that for 1945 the employer 
deducted and McNamara included $16,375 
aS compensation in respect of the option; 

(3) the actual terms of the option itself; 


(4) the statement in the minutes of the 
directors’ meeting at which the option was 
authorized, referring to the option as addi- 
tional compensation for the current year; and 

(5) the 
proposed in 


fact that the option originally 
March, 1945, contemplated a 
spread of some $3." In August of that year, 
when the option was actually granted, the 
market price was $19 and the option price 
was raised to $16, thus providing for a cor- 
responding spread. As to this the court said: 


“This seems much more consistent with 
the parties having in mind the value of the 
option as a consideration for the petitioner’s 
services rather than the gain which he 
might realize by exercising his rights under 
the option during the years 1946 and 1947.” 

* For this 
gardus v. 
U.S. 34 

” The option price was then $12, and the stock 
market price was $15 


proposition the court 
Commissioner, 37-2 ust 


cited Bo- 
{ 9534, 302 
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One vital factor in the is that the 
option had value in 1945, when.it was issued. 
The option was fully assignable and in no 
way connected with McNamara’s continued 
employment. If McNamara had exercised 
it on the very day he got it, he could have 
obtained 3,125 shares (but no more at that 
time), worth $59,373, for a price of $50,000. 
Without question, the option thus had a 
value of at least $9,375 at that time. Pre- 
sumably, it also had some additional—though 
speculative—value over and above this, for 
in each successive six-month period McNa- 
mara could buy 3,125 shares for $50,000 a 
block; but what the market price might be 
on these different future dates was certainly 
problematical. 


The Tax Court, at one extreme, detet 
mined that all the compensation was received 
in 1946 and 1947, upon exercise of the op- 


. u 
tion. 


Case 


The court of appeals, at the opposite 
extreme, concluded it was all 
1945, upon the option, and that 
none thereafter. There is, I 
believe, a possible middle ground—namely, 
that McNamara received compensation in 
1945 to the extent of the value of the option 
in that year, and further compensation in 
1946 and 1947 when he exercised the option.” 


received in 
granting 


Was receiv ed 


In support of such an argument is the 
fact that McNamara’s employment contract 
ran to March, 1947, and during this period 
he had the right to buy 9,375 shares. Did 
not this present an opportunity for the court 
to find an intention to compensate him for 
those years in which he was employed? 


here is no evidence in the reports of the 
McNamara case that the Commissioner urged 
this middle ground. Perhaps, in any event, 
the appellate court believed no such inten 
tion existed since 


(1) The clearly 
stated that the option was to be compensa 
tion for the year 1945, 


directors’ resolutions 


(2) The original proposal was for an em 
ployment contract of one year only, and the 
original option also was for one year only. 
The later option may have evi 
denced a mere continuation of this original 
intention—namely, to 


1945. 


two-yeal 


compensate him in 


‘How could the Tax Court logically reach 


this result, when the plain fact is that Mc- 
Namara actually got at least $9,375 of compensa- 
tion in 1945? 

% To the extent of the then fair market value 
over what he paid, plus at least $9,375. 

' A reading of the Smith case clearly shows 
that the Supreme Court believed an entirely 
different situation would be presented if the 
option had value when granted 


Compensating Executives 


Certainly the McNamara case does not fore 
close the possibility of such a middle ground, 
although it is submitted that it would have 
been a weak 


one for the Commissioner in 


the McNamara case because of the very ap 


parent intention to compensate McNamara 
only in the year the option was issued 


In distinguishing the decision in the 
Smith case, the court of appeals relied on the 
Supreme Court dictum in that case,” 


reading 
as follows: 


“When the option price is less than the 
market price of the property for the put 
chase of which the option is given, it may 
have present value and may be found to be 
itself compensation for services rendered.” 


On the other hand, the Tax Court in 
the McNamara case quoted and relied on a 
dictum of the Supreme Court in the Smith 
case different from the dictum quoted by 
the court of appeals; it believed, based on 
this dictum, that the Smith case applied. The 
Tax Court said: 


“We understand the holding in the Smith 
case to apply to situations of this kind, 
unless it is shown that the option itself was 
‘the only intended compensation’; and the 
fact that there may or may not be a spread 
between the option price and market price 
on the date of the issuance of the option 
is merely a factor to be taken into account.” 


The end result of the McNamara case is 
that McNamara got stock worth $355,000 
for a price of $200,000—a spread of $155,000; 
and he paid taxes on only $16,375." 


Commissioner v. Estate of Lauson Stone 
stock 


given 


The use of compensatory options 


further impetus by the 
Commissioner v. Estate of 


has been 
recent case of 


Lauson Stone.” 


Stone was the president of a corporation 
under a five-year employment contract run 
ning to January 1, 1948. In May, 1947, the 
corporation sold him 100 warrant certificates 
for $1,000. These were fully assignable and 
exercisable without restriction, beginning 
October, 1947, and ending May, 1952. Each 
certificate entitled Stone to buy 100 shares 

“It is a dangerous thing to say that if the 
option in 1945 was compensation to McNamara 
it necessarily follows that it was a deduction 
to the employer in 1945 as compensation paid 
Nevertheless, this certainly must be the result, 
provided the total compensation paid McNamara 
in that year was reasonable 

% CCH Dec. 19,474, 19 TC 872, aff'd 54-1 ust 
© 9209 (CA-3) 





ot the corporation’s stock at $21 per 
When Stone bought the 


ket price ot the 


share 
warrants, the mar 

was $19.75. Both the 
nevertheless, placed 
of $6,000 on the warrants hus, in 
1947, Stone included $5,000 
warrants, and the « 
tion deducted it in that year 


stocl 


corporation and Stone, 
a value 
his income for 


in respect of the orpora 


It seems perfectly clear that the warrants 
had some value over and above the purchase 
price, however speculative, in view of the 
1947 stock market lhe 


found, as a fact, warrants 


earl ! 
( ourt that the 


had a issued at least equal to 
the amount Stone had reported 


prices Tax 


value when 


In 1948 Stone was still president of the 
corporation. At that time he 
$82,000. Stone reported 

o 
a capital gain on the sale, but the 
missioner 


sold some of 
the warrants for 
Com 
had received ordinary in 
lax Court and the court of 
with Stone. The 
reverse the 
find that 


erroneous, stating, 


said he 
Both the 


agreed 


come 
appeals court of 


appeals refused to Tax Court 


since it did not court’s decision 
that 
that might lead to 

likely the 
was referring to the fact of the corporation's 


deduction in 1948." 


Unlike the McNamara 
appeals did not stress the employer’s inten 
tion. But like the 
tinguished the 


clearly however, 


evidence 
result 


there was some 


a different Quite court 


case, the court of 
VUcNamara case, it dis 
Smith case, and on the following 
It said that the Smith option 
when issued. (2) It pointed 


stock subject to the option in 


grounds: (1) 
had no value 
out that thr 


the Smith case (being shares of another cor 


poration) had not even been acquired by the 
employer when the option was granted. (3) 
It said the situation presented to it was that 
described by the Supreme Court by way of 


dictum in the Smith case 


The Vax Court which was re 


without 


de Cision, 
wed by the 
discussed the 


entire dissent, 


court 
question of intention 
cither the spread in 


issue or the 


namely, 
value at the 
spread at the time 
intended as compensation 
thought the 


whether 
time ol 
Or exercise Was 
Since tt 
in the 
stock it 
that at the Phe Tax Court 
also said that the warrants differed widely 
trom the stock 


dealing 
from the 
found the sole compensation was 


parties were 


warrants—as distinguished 


time of issuance, 


usual involved in 


options 
" The corporation deducted in 
pensation to Stone the amount 
ported in that year as capital 
of the warrants 
‘It is submitted 
the employee 
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whereby 
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Although that 
nothing but an option to buy 
and the warrants in the Stone case 
were virtually the same as the options in the 
WecNamara case 
fully 


were not 


tax cases 


may be true, a 


Warrant 1s 


Stoc ks, 


Both had value when issued, 
and 
continued em 


and negotiabk 
upon 
real 
warrants 


vere assignable 
contingent 
ployment Che only 
that the Sfone 


provisions, 


differences were 
' 
dilution 


exercisable at one 


contained 
were time 


and were paid for. 


It is curious in view of its decision in the 
Stone handed down on February 20, 
1953, that the Tax Court reached an oppo- 
site result in the later McNamara case, decided 
on March 5. even 
a reference in the McNamara opinion to the 
earlier Stone case.” 


case, 


Moreover, there is not 


In one respect the Stone case is consid 
than the McNamara 
take down all the stock in 
six months, which was within the year when 
he got the But it 


than the McNamara case insofar as the actions 


erably stronger 
for Stone could 


case, 


warrants. weaker 


Was 


of the employer were 


the McNamara case the 


concerned, since m 
corporation clearly 
intended the option to be compensation in 
the year when issued, whereas in the Stone 
case this is not at all so clear. In the Stone 
case the deduction for 
Stone (a) of $5,000 in 
warrants issued to 
and (b) of the same amount Stone 
reported as capital gain in 1948. Although 
this action on the part of the corporation 
opened up a strong that Stone 
amounts ot 
two 
above 


corporation took a 
compensation paid 
1947, when the 


Stone, 


were 


argument 


received corresponding com 


pensation in 
middle 


may 


years—the 
both 
the overriding 
to have been the fact that had 
the right to exercise the option in the sam« 
tax year in which he 


each of these 
ground mentioned 


have believed 


courts 
consider 
ation Stone 
received the options 
Obviously, however, the corporation’s ac 
tion in respect to its deductions has a critical 
bearing on what was intended as compensation 

In summary, the mere fact that an option 
has some issued does not bar 
employee with 
income on the later sale or exercise of it 
Whether would be appropriate would 
depend upon the parties’ intention, as evi 
both the employee’s and_ the 
The term of the em 


might be 


value when 


also taxing the 


ordinary 
this 


denced by 
employer’s actions. 
ployment 


contract significant as 


material; that is, whether he buys the stock, 
as in the McNamara case, or sells the warrants, 


as in the Stone case. 
considered that there 
3795, 1946-1 CB 15 


The Commissioner has 
is no difference ee 
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to this. For example, would 
be presented if the employment contract ran 
tor a year only, and the employee could take 
up the stock in that An option 


exercisable over the years 


a stronger case 


year only 


seriatim might 
his made 
WeNamara case, 


also be a very significant factor. 


no difference in the where 


the intention was clear to compensate in the 
year of issue. It is 
that in the 


submitted, however, 


Stone case, where the intention 
was not at all so clear, the Commissioner’s 
middle-ground 
vailed if the 


( isable 


might 
there 
seriatim over future years 


argument have pre 


had been exer 


[The End] 
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DON'T BE TAX BLIND—SOME “DON'TS” IN ESTATE PLANNING— 
Continued from page 444 


ot having a corporate trustee, trained and 


specially qualified to manage estates 


(6) Don’t tie up the estate with too 


When the 
may not be as sub 
stantial as had been anticipated when the 
will was written 
and do 


many specific bequests estate 


owner dies, the estate 
Many contingencies may 


occur between the date of the 
will and the date of death 


Specific bequests could be stated as a pet 


writing of the 


centage of the net estate 


(7) While the 


have 


power of appointment may 
advantages, don’t 
without careful consideration It 
is not to be that the 


exercised by the 


many mcorporate 
aA ps we! 


assumed will 


\fter 
utilize the 
husband as 


powcr 
be wisely 


all, the 


power in 


done Cc 
SUrVIVINg spous¢ 
favor of a 


against children 


(8) Where a portion of the 


estate consists of stock in a closed corpora 
tion, 


may 


Se¢ ond 


substantial 


don’t assume that 
as usual 
for the 


business will go on 

Carefully consider detailed plans 
management of the Con 
to the 


business associate 


business. 


sider the 


appointment of an advisor 
perhaps a close 

to vote the stock and determine whether 
or not it is to be sold Such a person 
should be specially qualified to make 
decisions. Be sure that the 


trustee 


suc h 
advisor 1s not 
one having an adverse interest 


Nontestamentary Transfers 


Don’t embark upon the-planning of a last 
will until have carefully analyzed the 
type and value of property passing to bene 
hciaries tree of its terms 


you 


Many so-called planned estates have been 
3 I 


frustrated with a too-liberal use of joint 
is unfortunate that 
so many lay have the 
that a arrangement avoids 
transfer costs. It is basic to sound estate 


planning that every 


arrangements. It 
people 
joint-tenancy 


tenancy 


impression 


joint-tenancy arrange 
ment between an estate 


should — be 


vhen planning an estate 


owner and his wife 


or others 


carefully reviewed 


Compensating Executives 


I xpectations based 


well planned 


upon an apparently 
shattered by 
the discovery, upon the death of the owner, 
that most of the 
with a 


SUrVIVINE 


estate can be 


joint tenancy 
The 
becomes the sol 
»wwner, and there is little left to probate o1 
administer in the estate 


\ careful analysis should be 
the tax incidence of the 


estate 1s in 


spouse, children or others 


joint owner 


made ot 
creation Ot a joint 


tenancy in property. Consider 


the income 
tax and gift tax incidence in placing prop 


erty in joint ownership 


Consideration also be 


miust given to m 
tegration of the estate plan with any retire 
ment benefits or deferred compensation which 
may be received by 
ot the ownet Be 
amounts are made payable to the estate o1 
to the beneficiary in a manner 


muninize transter 


beneficiaries 


that 


SsurVIVInNg 


estate 


sure such 


which will 
and fully conform 
to the distribution contemplated in drafting 


the will 


taxes 


Most Important ‘'Don't"’ 


The danger inherent in a lst of rules o1 
guides such as the 
is tempted blindly to apply several 
of them to a given situation without regard 
to the countless othe 


lem presented. 


foregoing is that one 


one o1 


facets of the prob 
No course of action could 
calculated to frustrate the 

which the estate 


surely 
purpose for 


be more 
very planne: 
is consulted 


The one universal rule—the one 
fied guide to 


unquali 
plan—is_ that 
conclusive Be 
neither tax blind nor overly tax conscious 
Remembet 


every estate 


no rule is, without 


more, 


always that the function of the 
estate planner is to advise his client as to 
what can be done, to what he 
wishes to have done, and to determine the 


most 


ascertain 


effective and e 


conomical method of 


assuring that it will be done 


Don't rules to defeat your ulti 
mate objective of effectuating 


permit 


the objec tive 


[The End] 
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This paper was presented at the 
thirty-third annual convention of 
the American Petroleum Institute, 
Chicago, November 10, 1953. 


W ITH increasingly higher tax rates, 
many 


individuals and partnerships— 
owners of oil and gas properties—have 
come to the realization that they can obtain 
more “after-tax” money from a sale of 
their properties, with proceeds taxed at 
capital gain rates, than would result from 
continued operation of the properties, 


This has resulted in many good proper 
ties becoming available for purchase at 
reasonable prices. gut, even though a 
property is offered at a reasonable price, 
acquisition of a good property for cash 
often requires more funds than the pur- 
chaser is able, or desires, to tie up in a 
particular venture. Therefore, interest in 
various methods of financing the acquisi- 
tion of a property out of proceeds from its 
own production, or from future income 
of the acquiring company, has been growing 


The use of oil payments and related 
methods to acquire financial assistance in 
the acquisition and development of oil 
properties is not new However, today, 
more than ever, the oil industry has estab 
lished itself as an excellent credit risk 
Bankers and investors, who know that 
modern scientific methods are used to esfi- 
mate potential recovery from specific prop- 
erties, and that advanced techniques assure 
maximum recoveries, welcome a self-liqui- 

' Remarks made by J. E. Kilgore, of Dallas, 


Texas, at the Mineral Section of the American 
Bar Association, Boston, August 26, 1953. 
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Acquiring Properties 


4, Through Oil Payments 


dating loan to a competent operator on 
producing properties.’ 


Thus, there is a need to finance the acqui- 
sition of oil properties and a source of 
available funds. It is the purpose of this 
paper to examine some of the financing 
methods which have been used and to ana- 
lyze the tax effects and the accounting 
treatment as to both buyer and seller 


Basic Principles 


All of the financing methods have as their 
basis either of two general principles, or a 
combination of both. Under the first prin- 
ciple the purchaser is deemed to have ac 
quired the entire interest of the seller in 
the proper‘ and to have incurred a liability 
for the vaid portion of the purchase 
price. Ux r the second principle the pur 
chaser is d ‘med to have acquired only a 
portion .f ‘ e interest of the original ven- 
dor of t.e roperty, to be enjoyed either 
concurrent vith, or subsequent to, the 
paying out the interest not acquired. A 
combinatio: of the principles results when 
there is at nsaction split in its nature, or 
when there 3 a contingent liability on the 
part of the »urchaser to make payments 
under certai, ‘ircumstances 


The classii ation of transactions under 
one or the o er of the principles is not 
always simple and sometimes a transac- 
tion may be . ‘emed to have the charac- 
teristics of a iethod based on the first 
principle for ; ounting purposes, whereas 
for tax purpr :s the law requires that it 
be treated a: being based on the second 
principle. 
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Related Methods 


Acquisition with Borrowed Funds 


Perhaps the simplest form of financing 
is the acquisition of property with funds 
borrowed bank or an insurance 
This is an example of the appli- 
cation of the first principle 
acquires the entire 
pay the 


from a 
company. 
The purchaser 
property, and is obli- 
amount of the loan 
regardless of whether the production from 
the property is adequate. 


gated to 


Usually, as se 
curity for the transaction, the lending insti- 
tution takes a deed of trust on the property 
and requires the assignment of a substantial 
portion of the proceeds of the oil runs to be 
applied against the debt. Sometimes, when 
the security is insufficient, other 
properties are included in the deed of trust, 
and oil runs from other properties are 
assigned against the loan. A characteristic 
of this type of transaction is that in case 
of default the lender can foreclose and 
satisfy the loan from the proceeds of the 
sale of the pledged properties. 


deemed 


Despite the fact that a substantial portion 
of the oil runs been assigned to the 
lending institution, the proceeds from the 


has 


sale of all of the oil runs from the property 
are considered to be gross income to the 
Because there is a source other 
than the oil in the ground out of 
the loan might be repaid, 


operator. 
which 
the lending insti- 
tution does not have any economic interest 
in the property.’ 
must 


Therefore, the operator 
for all the income from the 
Deductions allowed against this 


account 
property. 
gross income include all lifting costs, deple 
tion and interest on the loan 


The 


received all 


seller of the property, who has 


cash for his interest in the 


2J. Steve Anderson v 
§ 9479, 310 U. S. 404 


Helwvering, 40-1 ust 


Acquiring Properties Through Oil Payments 


property, realizes long-term capital gain 
It is assumed for all examples in this papet 
that the vendor of the property is not a 
dealer in oil and properties, and has 


held the property for more than six months 


Ras 


\ variation of the foregoing transaction 
is encountered when the seller receives part 
and part exchange for his 
property. To the purchaser the effects are 
exactly the same as if the financing had 
been done by a lending institution How 
ever, if the seller received than 
30 per cent of the sales price of the prop 


cash notes in 


has less 
erty in the year of sale, he may elect to 
report the sale on the installment basis and 
pay a tax in that 
portion of the gain reflected in the pay- 
ments Obligations of the pur- 
chaser are not considered in the determination 
of the amount received in the year of sale 


each year only upon 


received.* 


Consideration Payable in Oil— 
Types of Contracts 


Often all or a substantial portion of the 
consideration paid for a property is pay 
able in oil or in the proceeds from the sale 


of oil. 


Transactions of this nature fall in 


three general categories 


(1) when the oil to be used in payment 
for the property is to come from the prop 
erty purchased, if and 


when produced; 


(2) when the oil to be used in payment 
for the property is to come partly from 
the property purchased and partly from 
other specifically designated properties, if 
and when produced; 

(3) when there is no specific designation 
as to the 
due 


source of the oil, the payment 
regardless of production 


the property purchased 


being from 

Each of these three types of transactions 
has different tax and accounting treat 
ments, and each must be considered sepa 
rately. 


At times the consideration to be paid in 
oil—stated in either dollar value or barrels 
of oil—is to come from the property pur 
chased or from other specifically designated 
properties, and is payable only if and when 
oil is produced, with no guarantee of pay 
ment and with no other 
from such 
which 


source except oil 
designated 
payment 


properties out ol 
can be made. Then the 
holder of the contractual right to receive 
such oil, or the proceeds thereof, is deemed 


’Code Sec. 117(j): I. T 
* Code Sec. 44 


3693, 1944 CB 272 
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to have an “in-oil payment,” or “oil pay- 
ment,” as it more commonly is called.’ 
Such an oil payment represents the owner- 
ship of an economic interest in oil and 
gas in place, with the holder thereof being 
entitled to depletion.” An oil payment may 
be reserved when a larger economic interest 
in the property is sold,’ or an oil payment 
may be carved out of the larger economic 
interest and itself assigned while the re 
mainder of the interest is retained.” 


‘““Carved-Out"’ Oil Payment 


Let us assume that the company which 
purchased property with funds borrowed 
from a lending institution wishes to rid 
itself of the liability for the loan If it 
can “carve out” of its working interest an 
“oil payment” payable when and if oil is 
produced, and sell such oil payment for 
ufficient funds to satisfy the loan, it thereby 
can relieve itself of the unconditional lia- 
bilitv to pay, vhich 1s represented by the 
loan 

What are the tax consequences ot such 
i transaction? The Treasury Department 
has issued rulings which state that: “ the 
assignment of any in oil payment right 
(not pledged for development) which ex 
tends over a period less than the life of the 
depletable interest from which it is carved, 
is essentially the assignment of expected 
income from such property interest” with 
the proceeds taxable as ordinary income 
subject to depletion.” The rulings were 
believed necessary by the Treasury Depart 
ment to stop a practice which was begin 
ning to have widespread usage by the oil 
industry under the impact of the high tax 
rates during World War II: the use of oil 
payments as a device to turn ordinary in 
come imto capital gain.” Operators were 
selling estimated production in the form 


J. Steve Anderson v. Helvering, cited at foot- 
note 2; Montgomery’s Federal Taxes, Corpora 
tions and Partnerships (1951-1952) Vol I 
p. 1,003; G. C. M. 24849, 1946-1 CB 66 


* Thomas wv. J. J. Perkins, 37-2 wustc § 9315 
301 U. S. 655: Commissioner v. I. A, O’Shaugh 
nessy, Inc., 41-2 ustc § 9725, 124 F. (2d) 33 
(CCA-10) yg W Lee 1 Commissioner, 42-1 


ust " 9375, 126 F. (2d) 825 (CCA-5): Lincoln 
D rodshall, CCH Dec. 17,266, 13 TC 681 

Thomas v. J. J. Perkins, cited at footnote 6 

‘G. C. M. cited at footnote 5 

‘I. T. 4003, 1950-1 CB 10; G. C. M. cited at 
footnote 5 

‘James T Williams II “Assignment of 
Leasehold, Royalty and Oil Payment,’’ Pro 
ceedings of Second Annual Institute of Oil and 
Gas Law and Tawation, Sottthwestern Legal 
Foundation (1951), p. 513 
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of short-term | payments and were re 
porting the pr ceeds as capital gain 

The rulings re not based on any cases 
Im point or o1 \y authoritative law. In 
fac t, prior to t} 
in 1946, three I 


one of which 


suance of the first ruling 
d of Tax Appeals cases— 
affirmed by the United 


States Circuit urt of Appeals for the 
Fifth Circuit—l_ | that a capital gain was 
realized when oil payment was sold.” 


Many tax pract ners have attacked these 
to the law.” In a very 
asury Department’s posi 


a United States District 


rulings as contr 
recent case the 
tion was uphel 


Court for the thern District of Texas, 
Dallas Division ut the primary basis for 
the decision w: that, on the facts of the 
case, the sale as not an arm’s-length 
transaction.” is decision is being ap- 
pealed to the Jnited States Court of 


Appeals for the ifth Circuit. At least one 
other case, in \ ich the Treasury Depart- 
ment’s position ill be attacked, currently 
is docketed in Tax Court.” 


Therefore, tax treatment of the pro 


ceeds of a “c ‘d-out” oil payment is far 


from a settle iatter. Such “carved-out” 
oil payments uuld be avoided whenever 
the vendor \ ies to be sure of capital 


gains treatme 


Reserved Oil syment— 
A-B-C Transa: 9n 


The court: have held that, when oil 
leases are tr isferred in consideration of 
a cash pay: nt and an oil payment to 
be satisfied om the property conveyed, 
the transact 1 is in part a sale for cash 
and in part reservation of an economic 
interest in « in place; ” that is, the vendor 
is conside’ | as never having sold that 
portion o- he oil in place necessary to 
satisfy the | payment. The Treasury De 


uR. E il, CCH Dec. 7807, 27 BTA 33 
(1932) (Aeq. <II-1 CB 3, 9, withdrawn; Nonacq 
1949-1 CB € Ortiz Oil Company v. Commis- 
sioner, 39-1 rc { 9384, 102 F. (2d) 508 (CCA-5), 
aff'g CCH ‘. 9999, 37 BTA 656; Majestic Oil 


Corporation ‘°CH Dec. 11,297, 42 BTA 659 

2 Kennet ;. Miller, ‘‘Selling Oil Payments,’’ 
TAXES, M: 1, 1949, p. 185; George E. Ray, 
Assignme of In-Oil Payment Rights,’’ Pro- 
ceedings o ew York University Ninth Annual 
Institute oi ederal Taxation (1951), p. 505. 
3D. K. ¢ lwell v. Campbell, 54-1 ustc § 9134 
(DC Tex., 1 ). 

“PP. G. I e, Inc. v. Commissioner, 45-1 ustc 


" 9267, 148 (2¢ SCH Dee. 14,118, 
‘vr: 3 

% Commiss..aner v. William Ff. ’. et al.,, 
36-1 ustc { 9166, 82 F. (2d) 328 (CCa-. 7. BR 
Cullen v. Commissioner, 41-1 ustc % 93 118 


F. (2d) 651 (CCA-5) 
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peepee: or oe 


The A-B-C transaction is by far the 
most popular method of financing 
the acquisition of 

producing properties because it has 
the most tax advantages. 


partment with these decisions.” 
After recovery of the tax any 
depreciable equipment out of the cash pay 
ment received, the vendor’s remaining basis 
is allocated interest sold and 
proportion to the 
The reserva 
payment does not prevent 
the treatment of gain realized on the cash 


agrees 


basis of 


between the 
the interest retained in 
fair market value of 
tion of an oil 


each." 


sale of the equity interest as capital gain.” 
Furthermore, the Treasury Department has 
ruled that the sale of an in-oil payment 
right, if right constitutes the entire 
depletable interest of the vendor in the 
property, results in capital gain.” 

The combination of these factors 
made popular the so-called A-B-C 
tion. 


such 


has 
transac 
A, an operator, can sell his working- 
interest rights to C, retaining an oil payment, 
and then sell the retained oil payment to 
B. The entire sales price of both interests 
is treated as the proceeds from the sale 
of capital assets because, at the time that 
A sold his oil payment, he had no other 
depletable economic interest in the 


prop- 
erty. B, the holder of the oil payment, 
can borrow against it from a bank. The 
difference between the rate of return on 


the cost of the oil payment and the interest 
payable to the bank 
on the 


represents B’s profit 


transaction. C generally can acquire 
the equity for a relatively small cash outlay 
A-B-C 


lor example, the purchase by 


There are many variations to the 
transactions 
\ could be in a simultaneous 
transaction whereby it is agreed that the 
sale of the oil payment could not precede 
nor follow the 
but could 


B and C from 


sale of the operating rights, 
only at the 


both 


effective 
which 


become 


exact moment in contracts 


become executed 
Often the leaseholder 


terest be 


insists that his in 
purchased in toto, This 
can be done in several ways; for example, 
B can purchase A’s 


for cash. 


entire interest and 

1% G. C. M. 22730, 1941-1 CB 214 

% Columbia Oil & Gas Company v 
sioner, 41-1 ustc { 9333, 118 F. (2d) 459 (CCA-5) 
Kenneth G. Miller, Oil and Gas Federal Income 
Taxation (2d Ed., 1951), p. 166 

3H. R. Cullen v 
footnote 15 


Commis- 


Commissioner, cited at 
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assign the 
taining the oil 


then rights to C, re 
Another method 
would be to have an intermediary purchase 
the property from the leaseholder and act 
as A in the A-B-C transaction. The inter- 
mediary could be a corporation formed for 
the purpose. 


operating 
payment 


It does not that the 
A-B-C transac 
tions, except when B and C are not 
pletely independent parties. 
by C 
B, and to hold the oil payment and borrow 
against it from a bank, can lead to an 
attack on the whole transaction 


appear Treasury 


Department is attacking 
com- 
The formation 


of an alter-ego corporation to act as 


The A-B-C transaction is by far the most 
popular method of financing the acquisition 
of producing properties because it has the 
most tax advantages. The original owner 
of the property receives his full sales price 
in cash and is taxed at capital gain rates. 
The holder of the oil payment is entitled 
to deductions for depletion and interest 
paid; therefore, his taxable income is limited 
to his profit represented by the excess of 
the face value of the oil payment over cost 
and the interest differential. This income 
is taxable only as received. The acquiring 
operator obtains an equity in the property 
for a minimum cash outlay. As the share 
of the oil gas under the oil 
payment never becomes the property of the 
owner of the working interest, the pro- 
from the sale of such reserved oil, 
used to satisfy the oil payment, are never 
included in the gross income of the opera 
tor.” In the operation of the property 
the working-interest owner must bear the 
cost of lifting all the oil, namely, the royalty 
oil, the oil-payment oil and the working- 
interest oil 


and reserved 


ceeds 


It is accepted law that the operator does 
not have to capitalize the 
royalty oil.” 


lifting 
Up to the present there has 
been no attempt on the part of the Treasury 
Department to require the operator to capi 
talize the cost of lifting oil-payment oil on 
A-B-C transactions 
with 


nue 


cost of 


However, discussions 
representatives of the Internal Reve- 
that, when the 
necessary to satisfy the 
exceeds the net income from 
the property, the Treasury Department will 
require such excess to be 


indicate 
of lifting the oil 
oil payment 


Service cost 


capitalized as 


#G. C. M. cited at footnote 5; I. T. 
footnote 9 

2 Commissioner v. William Fleming, et al., 
cited at footnote 15; G. C. M. cited at footnote 
16; Thomas v. J. J. Perkins, cited at footnote 6 

21 Regs. 118, Sec. 39.23m-1 


cited at 
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through 
The validity of such a require- 
ment is doubtful, but the general opinion 


additional lease cost recoverable 


depletion 


is that, in order to minimize the tax dan 
should 
not be payable out of so large a percentage 
of production as to eliminate all profit to 
the working interest during the period of 


gers to an operator, oil payments 


the payout.” 


The only A-B-C 
method is the fact that, during the payout 
period of the oil payment, the deduction 
for depletion will be exceedingly small to 
depletion is 
limited to 50 per cent of net income— 
nominal during this period—and 
cost depletion is computed on the basis of 
working-interest oil produced against total 
working-interest oil. Usually during the 
payout period of the oil payment only a 
very [ 


tax disadvantage to the 


the operator Percentage 


usually 


“working interest 
For example, if the oil 
payment is payable out of 80 per cent of 


small percentage of 
oil” is produced 
production, then only 20 per cent of pro 
duction during the payout period represents 
working-interest oil 


“Combination Oil Payment''— 
Partly Reserved, Partly Carved Out 


Sometimes a property is assigned in ex 
change for a cash payment plus an oil pay 
ment payable from a larger property than 
An example of this situ- 


ation would be in the circumstance in which 


the one assigned 


there were two adjoining leases owned by 
different operators, and one of the operators 
purchased the other lease for cash and an 
oil payment payable out of both 
This transaction can several 
that is, if, prior 


leases 
take forms; 
to the sale, the two tracts 
were unitized and one operator sold his in 
terest in the unit, retaining an oil payment 
payable out of no greater fraction than the 
interest assigned, the transaction would be 
similar to the reserved-oil payment dis 
under the A-B-C transaction lf 
there is no unitization prior to the sale, and 


one oil payment 


( ussed 


payable out of both leases 
with cash for the working 
interest in one of the leases, the transaction 


is exchanged 


would be considered to be an exchange of 
property and cash for property.” Although 


"Harry C. Weeks, ‘“‘Purchase of Oil and Gas 
Properties,’’ Proceedings of Third Annual In- 
stitute of Oil and Gas Law and Taxation, South- 
western Legal Foundation (1952), p. 391 

% John Vaccaro, CCH Dec. 13,516(M), 2 TCM 
820 (1943). 

* Charles Burke, CCH Dec 
(1945). 

25 I ry 
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14,856, 5 TC 1167 
4093. 1952-2 CB 130 
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part of the oil necessary to satisfy the oil 
payment will be produced from the prop 
erty assigned, the Internal Revenue Service 
probably would not consider this to be in 
There are 
no rulings on this point; but in one of the 


any part a reserved-oil payment. 


Tax Court indicated 
that, when an oil payment is reserved out 


few decided cases the 


than the interest as 
signed, no recognition will be given to the 


ot a greater property 


fact that there is to some extent a reserva 
tion of oil. Of course, if a property were 


assigned for cash, for a reserved-oil pay 
ment and for an oil payment out of other 
property, the transaction would be considered 
to be a reservation of an interest in prop 


erty transferred for cash and other property 


The Departinment has 
contended that the exchange of an oil pay 
ment for a working interest, for a royalty 
interest or for any other interest extending 


Treasury always 


over the life of the property represents an 
exchange of unlike properties and, there 
The Tax 
Court has supported this interpretation of 
the law.” 


fore, is a taxable transaction.” 
If the Treasury Department is 
correct, then, in those transactions in which 
property is deemed to be exchanged for 
other property plus cash, the assignor of 
the working interest 
measured by the 


realizes capital gain 
difference between his 
property and the sum ot 
present value of the oil payment, plus the 
Moreover, the 
interest 


basis for the 
cash received purchaser 
of the would be deemed 
to have gain to the extent that the value ot 


working 


the property acquired exceeded its basis fo 
the oil payment plus cash paid.” 


In a very recent case the United States 
Court of Appeals for the Fifth Circuit, re 
versing the United States District Court for 
the Northern District of Texas, Dallas Divi 
sion, held that both oil payments and over 
riding royalties were interests in land and, 
therefore, like properties; and that, there 

for the other 
Although certiorari 
authorized, it is not 


fore, the exchange of one was 


a tax-free transaction.” 
was not known yet 
whether the Treasury Department will fol 
low this decision. Should this case become 
established as the law, then the assignor of 


a working interest for cash, plus an oil pay 


“ Midfield Oil Company, CCH Dec. 10,727, 39 
BTA 11§© (1939): Kay Kimbell et al., CCH 
Dec. 11,077, 41 BTA 940 (1940): Charles Burke, 
cited at footnote 24; John Vaccaro, cited at 
footnote 23. 

27 Code Sec. 111(b) 

% William Fleming v. Campbell, 53-2. ust 
" 9469, 205 F. (2d) 549 (CA-5) 


TAXES —The Tax Magazine 





ment not 
terest, 


reserved from this working in- 
will be deemed to have made an 
exchange of like properties with boot, in 
the nature of cash, received. Gain on the 
transaction will be recognized only to the 
extent of the cash received.” 

The purchaser of the properties for cash 
and the oil payment should be 
deemed to have made a tax free exchange 
of cash and property for property 


likewise 


Payments in Oil 
Which Are Not ‘‘Oil Payments”’ 


As used by the courts and in Treasury 
Department rulings, the terms “oil pay- 
ment” or “in-oil payment” have a definite 
connotation.” There are 
in oil 


many payments 
payments. When 
oil runs are assigned to a bank to pay off 
a loan, the bank receives its payment in oil; 
but it 


which are not oil 


does not have an “oil payment” be 
cause it does not have an economic interest 
in the oil in the ground. Sometimes a prop- 
erty is purchased under a contract whereby 
the purchaser agrees to pay a specified num 
ber of barrels of oil, or the proceeds thereoi, 
for a specified period of years. This price 
is payable whether or not the property ac 
quired produces sufficient oil to meet the 
purchase price. The obligation is definite, 
not contingent on production The only 
thing indefinite is the ultimate amount 
This is a payment in oil which is not an 


oil payment. 


The capital gain on the 
sale of his property, measured by the differ- 
ence between his basis and the present value 
of the obligation for the payments 
in oil. As the consideration will be pay 
able over a period of years, with less than 
30) per thereof receivable in the first 
year, the seller can elect to use the install- 
ment method, vear that 
portion of the total gain to be realized which 
is represented in the payment received.” 


seller realizes 


calling 


cent 


reporting in each 


The purchaser has acquired an asset with 
its basis equal to the cost of the oil neces- 
fulfill the the purchase. 
One possible treatment would appear to be 
the capitalization—as cost of the property 

of the 
pay in oil, 


sary to terms of 


value of the 
with the 
determination of 
interest 


present contract to 
used in the 


considered as 


discount 
such value 
expense as the obligation is liqui 


dated.* However, the Treasury Department 


probably 
of an 


would require the capitalization 
amount computed by multiplica- 
tion of the total number of barrels due 
under the contract by the current price of 
oil. In succeeding years, as oil is delivered 
in accordance with the terms of the con- 
tract, it is probable that the price of oil 
will be higher or lower than on the date 
of the execution of the contract. There 
does not seem to be any case directly in 
point which can be cited as authority for 
any specific method of handling the differ 
ence between the value of oil delivered and 
The 
Treasury Department probably will require 
that such differences be treated as an ad 
justment to However, oil is being 
used simply as a medium of exchange in 
this transaction and, by analogy to 


the amount originally set up as basis. 


basis. 


cases 
on the handling of property purchased with 
foreign currency, there is authority for the 
treatment of the differences between origi- 
nal price and actual cost as gain or 
in exchange without any adjustment to 
* Whatever course is taken, the treat 
should be 


loss 


basis.” 
ment 
year. 


consistent from year to 
To avoid possible adjustment of tax 
returns upon examination, it might be ad- 
visable to procure a ruling from the Internal 
Revenue Service as to the proper method 
of handling these differences should there 
be any possibility of the discrepancy be 
tween the value and the 
value of oil becoming substantial. 


original current 
Limited Working Interest 


another 
which 


There is 
action in 


type of A-B-C trans 
a so-called “limited working 
interest” is used instead of an oil payment 
A, the leaseholder, sells the 
terest to B under an agreement 
whereby B is to own and operate the prop 
erty until he recovers his plus an 
agreed-upon profit, and then the working 
interest is to pass to C. Sometimes B 
comes back into the picture for a fractional 
interest after C 
upon amount. 


working in 
and C 


cost 


has recovered an agreed 

The tax consequences of a limited-working 
interest transfer are comparatively simple. 
A, who has sold his entire interest in the 
property receives capital gains 
treatment of the proceeds of the sale. B 
receives ordinary income during the period 


for cash, 


in which it operates the property; all oper 
ating costs, and the higher of cost or per- 


2° Code Sec. 112(b) (1) and (c) 

” J. Steve Anderson v. Helvering, cited at 
footnote 2; G. C. M. cited at footnote 5. 

" Code Sec. 111(b). 

* Code Sec. 44. 
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% Kentucky Tobacco Products Company v. 
Lucas, 1925 CCH { 7090, 5 F. (2d) 723. 


*% Joyce-Koebel Company, CCH Dec, 2222, 6 
BTA 403 (1927): Willard Helburn, Inc., CCH 
Dec. 19,783, 20 TC , No. 106 (1953) 
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centage depletic\in, are allowed as deductions 
therefrom. C has no income or deductions 
until B’s limited working interest expires. 
Thereafter C the property, 
ports deductions 


Gqwns and re- 
in the same 
manner as from any other producing property. 

Either B both, may 


their interests ty a lending institution 


income and 


or ©, or mortgage 
Such 
a transaction is! similar to any other mort- 
gage loan, with) deductions allowed for in- 
terest paid, but mot for any payments made 
against the pring ipal of the loan, Through 
the use of dummy corporations, it often is 
possible to havé the limited working inter- 
ests conveyed the B and C 
subject to a mojtgage, but without personal 
liability. Althouh this restricts liability to the 
value of the property, it should not affect any 


of the tax conseqjuences of the transaction 


oO eventual 


. { 
Market-Price Gyarantees 


In the various types of deferred-payment 
transactions the major portion of the funds 
necessary to complete the transaction usually 
is advanced by a bank, an insurance com 
pany or an educational institution. In most 
the recoupment of 
advances and realization of profit is depend- 
ent upon the production and sale of the 
oil in the property acquired. Modern, effi 
cient production methods and improved 
engineering techniques enable investors to pro 
cure oft the in 
but it is impossible to forecast 
the future of oil over the 
extended period often required to pay out 
the advances As i 
vesting institutions sometimes require 
market for the oil which is 
necessary to satisty oil payments or mort- 
gage 


instances sole hope for 


accurate estimates reserves 
the property 
accurately price 


a result, lending or in 


a 
guaranteed 


loans. This is provided by an oil- 
agreement the entire 
production from the property is contracted for 
during the period of the payout of the obli- 
gation at the posted price in the field or an 
established minimum whichever 
the higher. Sometimes, when the operator- 
equity owner 1s an integrated company, it 
contracts to purchase the production. At 
other times a pipe line company or refinery 
makes the minimum-price guarantee. In 
such cases the oil purchaser usually is given 
the right to recoup excess payments made 
from oil produced after the oil payment or 
mortgage loan is satisfied. Sometimes the 
third-party oil buyer makes the deal solely 
because it needs the oil and wishes to guar- 
antee itself a source of supply. Often the 


purchase wherein 


price, is 


8 Beldridge Oil Company, CCH Dec. 3735, 
11 BTA 127 (1928). 
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oil buyer requires a share in the equity in- 
terest as consideration for making the guar- 
antee. This can be handled in several ways. 
The oil buyer could join with C, the oper- 
ator, in acquiring the equity interest either 
directly or through acquisition of shares in 
a corporation formed for that purpose. A 
fraction of the equity could be conveyed 
to the oil buyer with enjoyment to take 
effect after the payout of the oil payment 
or other prior interest, or the oil purchaser 
could be given an option to acquire an in- 
terest in the property after the original 
obligation had been satisfied. These latter 
two methods might involve problems of 
valuation of the option or future interest 
acquired, with an attempt upon the part of 
the Treasury Department to tax such value 
as current income to the recipient.* 


Lease-and-Bond 


or Lease-and-Option Agreements 


The “market-price guarantee” 
to the price of the oil. 


relates solely 
If for any reason 
there is no production in a month, no pay 
ment is made in that month, For years the 
mining industry has been using a combina 
tion lease, purchase and option agreement 
which provides for minimum payments, re 
gardless of production, until a specified amount 
has been paid, or forfeiture of the property.” 
Agreements of this type undoubtedly could 
be adapted to the oil industry. 

an operator could acquire an 


For example, 
“option” to 
purchase a property at a stipulated price 
upon the payment of a small cash down 
payment. The operator would be entitled 
to operate the properties, and would pay a 
specified amount per barrel of oil produced, 
ora specified percentage of gross receipts 
to the lessee with a guarantee of a minimum 
annual payment. The nonpayment of the 
minimum would result in the forfeiture of 
the operator’s rights in the property, but 
there would be no personal liability. All 
payments made by the operator would apply 
against the purchase price of the property 
and, when the full price was paid, the oper 
ator could exercise its option 
the property. 


to acquire 


On the basis of the Treasury Department’s 
ruling with respect to mineral properties, 
per-barrel payments would be excludable 
from the operator’s gross income, but would 
be taxable to the lease owner as ordinary 
income subject to depletion. The cash 
down payment and any minimum payments 
would be capital expenditures by the oper- 


* G. C. M. 23999, 1943 CB 144. 
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“Contemplation of Justice’’ 
by James Earle Fraser 


ator and proceeds from the sale of a capital 
asset to the recipient. The lease owner un- 
doubtedly could sell his interest in the property 
subject to the “lease-and-option agreement,” 
and could realize capital gain on the trans- 
action in a manner similar to the sale of a 
reserved oil payment in the A-B-C transaction. 

Under this arrangement there is no need 
for a “market-price guarantee,” and the holder 
of the oil-payment right is assured that its 
income will continue despite temporary shut- 
ins or curtailment of production. Regardless 
of the price of oil or the amount of produc 
tion, the minimum payment must be made 
if the operator wishes to retain its interest 
in the property 


ACCOUNTING TREATMENT 


The accounting treatment to be accorded 
each of the various types of deferred-payment 
acquisitions previously discussed depends 
upon which of the two basic principles the 
particular: transaction is deemed to represent 


Purchase of Entire Property 
with Offsetting Liability 


When the property is considered 
as having been acquired with an offsetting 
liability incurred, the total cost of the prop- 
erty 1s set up on the asset side of the bal- 


entire 


Acquiring Properties Through Oil Payments 


ance sheet, and the indebtedness is shown 
as a liability. For example, assume the ac- 
quisition of a property with funds borrowed 
from a bank. The amount of the bank loan 
would be shown as a liability, and the total 
cost of the property would be shown as an 
asset in the initial entry. Each year, depletion 

which is computed on the basis of total 
reserves and _ total —would be taken 
against the property, and the liability would 
be reduced by the amount paid against the 
principal of the bank loan. 


cost 


Income for the year would be the pro 
ceeds from the total oil produced—less de 
pletion, all lifting costs and interest on the 
loan. This would be the treatment regard 
whether all or any portion of the 
oil runs had been assigned to the bank to 
pay off the loan. 


le SS oft 


In some instances property is acquired 
by the operator subject to a mortgage, but 
with no personal liability for the debt. This 
does not change the accounting treatment, 
except that a note to the balance sheet should 
show that the liability has not been assumed 


If, instead of having been acquired with 
funds borrowed from a bank, the property 
were purchased for a cash payment and an 
agreement by the purchaser to pay a stipu 
lated number of barrels of oil per year for 
a period of years—regardless of production 
from the properties—the accounting treat 
ment would be quite similar to the treat- 
ment in the case of the bank The 
obligation to make the payments in oil is 
definite, not contingent, and should be re 
flected as a liability on the balance sheet 
The initial amount of this liability is deter 
mined by multiplication of the total num- 
ber of barrels 


loan, 


due under the contract by 
the posted price of oil on the date the con 
tract was signed. The basis of the prop 
erty is the sum of the cash payment and the 
amount of the liability. A note to the bal 
ance sheet should show that the liabflity is 
payable in oil 


In succeeding 
fluctuates, the 


years, as the price of oil 
balance sheet should show 
the liability at an amount which represents 
the quantity of oil to be delivered in the 
future multiplied by the posted price of oil 
on the date of the contract or the posted 
price of oil at the date of the balance sheet 

-whichever is higher—with the basis of the 
property changed accordingly. Income from 
the operation of the property would be com 
puted in the same manner as income from 
a property purchased for cash, except that 
fluctuations in the price of oil would change 
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the basis of the property and, therefore, per- 

barrel depletion would vary from year to year 
The balance 

property should 


the vendor of the 
the “receivable” at 


which represents the quantity 


sheet of 
show 
an amount 
of oil to be received in the future, priced 
at the /ower of either the posted price at the 
date of the sale or the posted price on the 
sheet As an offset to this 
asset, the liability side of the balance sheet 
will show a deferred credit which repre- 
sents the anticipated profit to be derived 
the the property. If the de 
credit is material with reference to 
the company’s over-all financial position, it 
may be desirable to separately the 
the credit attributable 
to anticipated profits after income taxes and 
the 


balance date 


trom sale of 


ferred 


show 
amount ot deferred 


estimated amount of such taxes 


Purchase of Portion of Vendor's Interest 
in Property 


When less than the entire interest in the 
property is deemed to have been purchased, 
the books of account should reflect only the 
interest acquired. ‘The have held 
that, when property is purchased subject to 
an outstanding economic 


courts 


interest, such as 
an oil payment, the oil in the ground which 
is necessary to satisfy this outstanding in 
terest not been acquired.” Assume 
that, instead of having acquired the property 
with the aid of funds borrowed from a bank, 
the operator acquired the property through an 
A-B-C transaction wherein the property is 
purchased from the original vendor for cash 


has 


by a third party who assigns the equity 
to the operator, subject to a 
payment A, 


reserved oil 
the original owner, who has 
cash for his property, reports 
capital gain on the sale. B, the holder of 
the oil payment, apportions his cost of the 
property between the interest retained and 
the interest sold to C in order to determine 
the gain or the any, 
and the basis for the retained oil payment. 
This apportionment the fair 
market value of the interest on the date of 
sale. 


received all 


sale to C, if 


loss on - 


is based on 


B receives a stipulated percentage of 
the total oil run, against which cost deple- 
tion is taken. If B mortgages the oil pay- 
ment to a bank, income is charged with the 
amount of interest paid, but not with pay 
ments against the principal of the loan. 

C, the equity owner, is deemed to have 
acquired only that portion of the oil which 
remains in the property after the payout of 
the oil payment. C’s this 


basis for asset 


“" Thomas v. J. 
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TABLE 1: Accounting for Properties Purchased 


Assumptions: Purchase of working inter- 
est for $800,000, of which $725,000 was bor- 


rowed from bank. Assignment of 80 per 


End of: 
(ross proceeds 
at $2.75 
Less lifting costs, 100,000 bbl at 50 cents 


trom sale of oil, 


Less depletion, at $.8888 per bbl 


Net income before 
Interest on bank loan, at 5 per cent 


Assets: 
Leasehold 


Less reserve for depletion 


Balance 


Liabilities: 
Notes payable 


is the amount of cash paid. The proceeds 
from the sale of the portion of the oil runs 
not assigned to B in satisfaction of the oil 
payment constitute gross income to C. De 
ductions against this amount are all lifting 
costs and depletion. Depletion is deter 
mined by subtracting the number of barrels 
of oil necessary to satisfy the oil payment, 
at current prices, from the total reserves 
to determine the working-interest oil; di 
viding the for the property by the 
number of barrels so computed; and, then, 
multiplying this per-barrel figure by the 
number of barrels of working-interest oil 
produced during the period. 


basis 


The per-barrel cost depletion of the oper 
ator must be recomputed each year for, as 
the price of oil fluctuates, the quantity of 
oil necessary to satisfy an oil payment stated 
in dollars changes, with the result that the 
equity reserves change. After the “oil pay 
ment” has paid out, the proceeds from all 
of the oil sold from the property constitut« 
gross income to C. The pattern is “break 
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100,000 


interest on lo 


inl 





with Bank Loan 


cent of oil runs to bank to apply against price of oil: $2.75 per bbl; lifting costs: 50 
principal and interest of loan. Reserves: cents per bbl 
900,000 bbl; annual production: 100,000 bbl; 


First Second Third Fourth Fifth Sixth Seventh Ninth 
Year Year Year Yea Year Year Year Yeat 
Prorit AND Loss ACCOUNT 


$275,000 $275,000 $275,000 $275,000 $275,000 $275,000 $275,000 $275,000 $275,000 
50,000 50,000 50,000 50,000 50,000 50,000 50,000 50,000 50,000 
225,000 225,000 225,000 225,000 225,000 225,000 225,000 225,000 225,000 
89,000 89,000 89,000 89,000 89,000 89,000 89,000 89,000 88,000 


136,000 136,000 136,000 136,000 
32,000 22,000 12,000 3,000 


136,000 136,000 136,000 136,000 137,000 


$104,000 $124,000 $133,000 $136,000 $136,000 $136,000 $136,000 $137,000 


3ALANCE SHEE 


$800,000 $800,000 $800,000 $800,000 $800,000 $800,000 $800,000 $800,000 $800,000 
89 GOO 178,000 267 ,0O0 356,000 445,000 534,000 623,000 712,000 800,000 


$711,000 $622,000 $444,000 $355,000 $266,000 $177,000 $ 88,000 $ 


$537,000 $339,000 $131,000 


is entered as an offsetting 
the oil payment is in force—and substantial liability with an explanatory note which 
income thereafter—if initial estimates of 


even” operation during the years in which the oil payment 


shows that the liability is payable only when 
and if oil is produced from the property 
Depletion is computed by dividing total cost 
Alternative Theory of Accounting by total reserves 

for Property Subject to Oil Payments Usually the transaction is shown “net” 
rather than “broad”; that is, instead of a 
separate liability being shown for the oil 
payment. The unpaid balance of the oil 
payment is deducted from the total cost of 
the property, and the net balance is shown 
as the investment in the asset 


reserves are correct 


here is an alternative theory of account 
ing for property subject to oil payments 
which results in a more even distribution 

the income over the period of operation 
of the property Although the courts have 
held that oil in the ground necessary to . 
satisfy a reserved-oil payment never be Because ownership of the entire property 
comes the property of the purchaser of the is the basis for this theory- regardless ol 
equity, the alternative accounting theory whether the asset is shown “net” or “broad 
considers the operator as having acquired all of the oil rurs, undiminished by that 
the entire property subject to an obligation portion necessary to pay off the oil pay 
to make certain payments in oil. The ac ment, are considered as gross income of the 
counting treatment is similar.to that & operator. Net income is determined by de 
corded the acquisition of a property subject duction of depletion—computed on the basis 
to a mortgage which has not been assumed. of total cost divided by total reserves—and 
The entire cost of the property, including ali operating costs from the gross income 
' 


the face amount of the outstanding oil pay Of course, each of the two theories r 


ment, is set up as an asset; the amount of sults in the same net income being shown 
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by the operator for the life of the property; 
but, whereas under the first theory the 
major portion of the income is reported in 


very 


the last years of operation of the property, 
after the payout of the oil payment the ap 
plication of the results in 


an equal portion of the net income being 


second theory 
reflected in each year’s accounts if there is 
no major fluctuation in the price of oil. To 
some extent the second theory represents 
an anticipation and averaging of total income 
to be received, and it cannot accurately re 
flect income unless it is based on an accurate 
total reserves. An 
reserves could result 


reported income 


estimate ot overstate 
in a serious 

Therefore, 
correct use of this method is dependent upon 


ment o1 
distortion in 
an accurate engineering determination of 
the extent and nature of the reserves under 
the property 


Contingent Liabilities 


Accurate information as to reserves also 
transaction in which 
there is a guarantee or contingent liability 
to pay if production does not result in a 
certain stipulated amount An example of 
this type oft that in 
the holder of an oil payment 


is necessary In any 


transaction 1s which 
sells the oil 
payment and guarantees that it will produce 
at least the amount paid by the purchaser 
After it has disposed of all of its interest 
in and to the oil 


would 


payment, such vendor 


remove the payment from its asset 
What about the treatment of the 
contingent liability represented by the promise 
that the oil 
As long as engineering 
indicate sufficient to take 
the liability, a note to the balance 
should be sufficient notice of the ex 


accounts 


to pay in the event 


does not pay out? 


payment 
reports reserves 
care ot 
sheet 
istence of the contingency However, at 
indicate 


reserves may not be adequate, ap 


such 
that the 
propriate provision should be made for the 


time as engineering reports 


possibility of payment by the setting up of 
a reserve account out of earned surplus. 


CONCLUSION 


It must be emphasized that it is not the 
purpose of this paper to describe the me 
chanics whereby the various types of deferred 
payment plans can be put into operation 
There are numerous modifications of each 
of the financing plans mentioned. Any method 
adopted should be tailored to fit individual 
needs, but only after all of the ramifications 
reviewed carefully by legal and 


[The End] 


have been 
accounting advisers 
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TABLE 2: Accounting for Properties Purchased 


Assumptions: Purchase of working interest 
subject to oil payment of $825,000 payable 


End of: 


THEORY No. 1 (oil in ground necessary to satisfy 
oil payment not owned by operator) 

Gross proceeds from sale of oil, 100,000 bbl at 
$2.75 


Less oil payment out of 80 per cent of oil 


Gross income from property 
Lifting costs, 100,000 bbl at 50 cents 


Net income before depletion 
Depletion, at 121% cents per bbl* 


Net income 


THEORY No 
to obligation to 
when produced) 

(gross proceeds from sale of oil, 100,000 bbl at 
$2.75 


Lifting costs, 100,600 bbl at 50 cents 


2 (entire property acquired subject 
make payment in oil if and 


Net income before depletion 
Depletion, at $1 per bbl* 


Net income 


THEORY No. 1 
Issets: 
i-easehold 


Less reserve tor depletion 


Balance 
lHEORY No. 2 (asset and liability shown) 
Assets: 
I easehold 
Less reserve for depletion 


Balance 


Liabihties: 
Oil payment on lease purchase 


THEORY No. 2 (asset shown net) 
Assets: 
Leasehold 
Less reserve for depletion 


Balance 


* Working-interest reserves 
300,000 bbl necessary 


900,000 bbl minus 
to satisfy oil payment = 
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Subject to Oil Payments 


out of 80 per cent ot oil 


ation of $75,000. 


First 
Year 


PROFIT 


$275,000 
220,000 


55,000 
50,000 


5.000 
2,500 


2,500 


$275,000 
50,000 


225,000 
100,000 


$125,000 


$900,000 
100,000 


$800,000 


$605,000 


$295,000 
100,000 


$195,000 


Sec ond 


Year 


$275,000 


220,000 


55,000 
50,000 


5,000 
2,500 


2.500 


$275,000 
50,000 


225,000 
100,000 


$125,000 


BALANCI 


$ 75,000 
5,000 


$ 70,000 


$900 000 
200,000 


$700,000 


$385,000 


$515,000 


200,000 


$315,000 


AND Loss 


Reserves 


VY eat 


000 
O00 


5,000 
000 


O00 
500 


» 500 


5,000 
O00 


225, 000 


100,000 
$125,000 


SHI 


$900,000 
300,000 


$600,000 


$165,000 


$7 35,000 


300,000 


$435,000 


for cash consider 
900,000 bbl; 


Fourth 
Year 


ACCOUNT 


$275,000 
165,000 


110,000 
50,000 


60,000 
5,000 


$ 55,000 


$275.000 
50,000 


225,000 
100,000 


$125,000 


$ 75,000 
12,500 


$ 62,500 
$900,000 
400,000 


$500,000 


$900,000 
100,000 


$500,000 


Ss 


Fifth 
Year 


$275,000 


¥ 


275,000 
50,000 


225,000 
12,500 


$212,500 


$275,000 

50,000 
225,000 
100,000 


$125,000 


$ 75,000 
25,000 


$ 50,000 


$900,000 
500,000 


$400,000 


S900 O00 
500,000 


$400,000 


annual production 
¢? 


Sixth 


Year 


$275,000 


275,000 
50,000 


225,000 
12.500 


$212,500 


$275,000 
50,000 
225,000 
100,000 


$125,000 


S$ 75,000 
37,500 


$ 37,500 


$900,000 
600,000 


$300,000 


£900,000 
600,000 


$300,000 


Seventh 


Ye at 


$275,000 


275,000 
50,000 


225,000 
12,500 


$212,500 


$275,000 
50,000 


225,000 
100,000 


$125,000 


$ 75,000 
50,000 


$ 25,000 


$900,000 
700,000 


$200,000 


$900,000 
700,000 


$200,000 


50 cents 


Eighth 
Year 


$275,000 


7 55,000 
50,000 


225,000 
12,500 


‘. 


$212,500 


$275,000 
50,000 


225,000 
100,000 


$125,000 


$ 75,000 
62,500 


~ 


$ 12,500 
$900,000 
800,000 


$100,000 


$900 O00 
800,000 


$100,000 


100,000 bbl; price of oil: 
75 per bbl; lifting costs 


per bbl. 


Ninth 
Year 


$275,000 
275,000 
50,000 


225,000 
12,500 


500 


$275,000 
50,000 


225,000 
100,000 


$125,000 


$ 75,000 
75,000 


$900,000 
900,000 


$900,000 
900,000 


600,000 bbl times 12 
interest cost 


cents $75,000, working * Total reserves 


plus $825,000 oil 


900,000 
payment 


bb! cost 
$900.000 


$75,000 
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Assessment 
and Collection 


Can a ‘Dead’’ Tax Be ‘‘Resurrected”’ 


Under Code Section 31 1(b)(1) 


Against Beneficiaries of Life Insurance? 


Can a ‘Dead’ 


This article also appeared in the 
April, 1954 issue of 
The Insurance Law Journal. 
N an earlier article’ I reached the con- 
clusion, which has since been confirmed 
in two additional cases,’ that the duly desig- 
nated beneficiary of death proceeds under 
a life insurance policy is liable as a trans- 
feree under Section 311 (a) (1) of the In- 
ternal Revenue Code for the unpaid federal 
income taxes of the insured to the extent 
that payment of such proceeds to the bene- 
ficiary “rendered the estate of the decedent 
insolvent and without funds or other prop- 
erty with which to pay the tax liabilities 
involved” *® at the date of the insured’s death’ 
That conclusion was surprising to more 
life underwriters, policyholders and _ their 
lawyers and accountants than I originally 
had suspected. However, those individuals 
may receive an even greater shock to learn 
that the insured’s income deficiencies 
under some circumstances may be satisfied 


tax 


out of the insurance proceeds, even though 
no assessment thereof ever was made against 
the insured, and the statutory period of 
limitation for making an assessment against 
the insured This re- 
some 


already 
might be 


has expired. 
reached in 
not 


transteree of such proceeds 


sult even cases 
liable as a 


section 


where the. beneficiary is 


under 


'J. C. Pyle, Jr., ‘‘Liability of Insurance Pro- 
ceeds for Unpaid Income Taxes of Decedents,’’ 
TAXES, March, 1953, p. 183; reprinted in The 
Insurance Law Journal, April, 1953, p. 244 

2U. 8. vw. Goddard, 53-1 ustc § 9102, 111 F 
Supp. 607 Margaret A. Tyson, CCH Dee 
19,722(M), 12 TCM 641 (1953), now on appeal 
to Sixth Circuit cf. U. 8S. v. Lynne Marz 
Gilmore, 54-1 { 9239 (DC Fila.) 

‘Christine D, Muller, CCH Dec. 16,354, 10 TC 
678 (1948) See, also, Marjorie U. Sullivan, 
CCH Dee. 17,436(M), 9 TCM (1950): May R 
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Tax Come Back to 


311 (a) (1). The beneficiary probably 
would consider this a case of “adding in- 
sult to injury.” It might be referred to in 
popular language as the “resurrection” 
against the beneficiary of a “dead” tax 
liability which no longer can be enforced 
against the taxpayer or his estate, although 
in a Strict legal sense the tax liability is 
neither “dead” nor “resurrected.” 


Nevertheless, it is obvious that if a life 
insurance beneficiary is a transferee of the 
death proceeds for purposes of Section 31] 
(a) (1), she is also a transferee for purposes 
of Section 311 (b) (1), since the definition 
of “transferee” in Section 311 (f) applies 
to all the subsections of Section 311. Sec- 
tion 311 (b) (1) provides that the assess- 
ment of transferee liability may be made 
at any time “within one year after the 
expiration of the period of limitation for 
assessment against the taxpayer.”* Section 
275 (a) provides that where a proper return 
has been filed, income taxes must be as- 
sessed against the taxpayer within three 
years after the last day prescribed by law 
for filing the return; and where the trans- 
feror is deceased, the period of limitation 
for assessment against him shall be con- 
sidered to be “the period that would be in 
effect had death not occurred.”* In 
other words, the death of the taxpayer 
does not advance the date of expiry of the 
period of limitation 


Kiefe rdorf, CCH 

aff'd 44-1 usté 
* Margaret A 

Marjorie U 


Dec. 13,044, 1 TC 772 (1943) 
{ 9323, 142 F. (2d) 723 (CCA-9) 
Tyson, cited at footnote 
Sullivan, cited at footnote 3 

5 Secs. 900(b)(1) and 1025(b)(1) of the Code 
contain provisions substantially identical to 
those of Sec. 311(b)(1), but pertaining to the 
federal estate and gift taxes, respectively 

*Code Sec. 311(c); Virginia H. Parmelee 
CCH Dec. 7166, 24 BTA 48 (1931): G. C. M 
586, V-2 CB 88. 
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By JOHN C. PYLE, Jr., Attorney 
Metropolitan Life Insurance Company, 
New York City 


Haunt Life Insurance Beneficiaries? 


It has been uniformly held that the effect 
ot Section 311 (b) (1) is to extend the 
period of limitation set forth in the Code 
with respect to “taxpayers” for an addi- 


tional year in which an assessment can be 
7 Willet Watkins, CCH Dec. 13,274(M), 2 TCM 
254 (1943), aff'd 45-1 uste {§ 10,175, 149 F. (2d) 
647 (CCA-8); Elsa 8S. Burrows, CCH Dec. 
13,350(M), 2 TCM 410 (1943); Florence Pearl- 
man, CCH Dec, 14,136, 4 TC 34 (1944), aff'd 46-1 
ustc 7 9151, 153 F. (2d) 560 (CCA-3); Rite-Way 
Products, Inc., CCH Dec. 16,890, 12 TC 475 
(Acq., 1949-2 CB 3, on this point); Kohlhase v 
Commissioner, 50-1 ustc § 9264, 181 F. (2d) 331 
(CA-6), rev’'g CCH Dec. 16,951, 12 TC 725: 
Estate of Arthur T. Mariz, CCH Dec. 17,977, 
15 TC 800 (1950); Helen Epstein, CCH Dec. 
18,677, 17 TC 1034 (1951); Anna B. Negus et al., 
CCH Dec. 19,507(M), 12 TCM 243 (1953); 
Anne Gatto, CCH Dec. 19,810, 20 TC —, No. 
118 (1953): Mertens, The Law of Federal In- 
come Taxation, Vol. 9, Sec. 53.49, p. 542; 
Oppenheim, ‘‘Liabiiity of Transferees,’’ Pro- 
ceedings of New York University Fourth Annual 
Institute on Federal Taxation (1946), p. 310; 
Fager, ‘‘Technical Aspects of Transferee Lia- 
bility."’ Proceedings of New York University 
Tenth Annual Institute on Federal Taxation 
(1952), pp. 701, 710. The following cases were 
decided under revenue acts antedating the 
Internal Revenue Code and containing provisions 
substantially identical to Code Sec. 311(b)(1): 
Marion Parsons Spencer, CCH Dec. 3790, 11 
BTA 437 (1928); D. E. Wheeler, CCH Dec. 5082, 
16 BTA 96 (1929); Charles E. Hammersly, CCH 
Dec. 5076, 16 BTA 68 (1929); Woodley Petro- 
leum Company et al., CCH Dec. 5111, 16 BTA 
253 (1929), appeal dismissed CCA-5 (1931); 
A. Cellers et al., CCH Dec. 5137, 16 BTA 411 
(1929), appeal dismissed 51 F. (2d) 1074 (CCA-9, 
1931); Louis Costanzo, CCH Dec. 5306, 16 BTA 
1294 (1929): Phil Gleichman, CCH Dec. 5384, 
17 BTA 147 (1929); David T. Long, CCH Dec. 
5458, 17 BTA 5&4 (1929), aff'd 5 ustc { 1672, 
50 F. (2d) 775 (CCA-6, 1931); W. O. Menger, 
CCH Dec. 5521, 17 BTA 998 (1929); Moritz 
Hilder et al., CCH Dec. 5550, 17 BTA 1189 
(1929): Angier Corporation, CCH Dec. 5591, 17 
BTA 1376 (1929), modified 2 ustc { 749, 50 F 
(2d) 887 (CCA-1, 1931), cert. den. 284 U. S. 
673; Jonathan Godfrey, 18 BTA 1775, rev'd 50 
F. (2d) 79 (CCA-2, 1931), cert. den. 284 U. S. 
653; Sarah M. Hadley, CCH Dec. 5867, 19 BTA 
74 (1930): J. H. Johnson et al., CCH Dec. 6024, 
19 BTA 840 (1930), aff'd 56 F. (2d) 58 (CCA-5), 


Dead" Tax 


made against the transferee of a taxpayer; 
that is, one year after the date of expiration 
of the period prescribed for assessment 
against the transferor.’ The extended period 
for assessment against the transferee is not 
cert, den. 286 U. S. 551; G. C. Barkley, CCH 
Dec. 6022, 19 BTA 855 (1930); Charles Havard, 
CCH Dec. 6106, 19 BTA 1270 (1930); City 
National Bank v. Commissioner, 55 F. (2d) 1073 
(CCA-5, 1932), aff'g CCH Dec. 6078, 19 BTA 
1080, cert. den. 286 U. S. 561; Gideon-Anderson 
Company, CCH Dec. 6140, 20 BTA 106 (1930) 
Kathleen O’Brien, CCH Dec. 6151, 20 BTA 167 
(1930); J. A. Kemp, CCH Dec. 6328, 20 BTA 
875 (1930): Lillie M. Jones, CCH Dec. 6469, 
21 BTA 275 (1930); Caroline J. Shaw, Exrz., 
CCH Dec, 6498, 21 BTA 400 (1930); American 
Locker Company, CCH Dec. 6497, 21 BTA 408 
(1930); Virginia Chase Weddell, CCH Dec. 6499, 
21 BTA 411 (1930), appeal dismissed 59 F. (2d) 
1085 (CCA-4, 1932); Lulu Vance Baumgartner, 
CCH Dec. 6530, 21 BTA 623 (1930), aff'd 51 F 
(2d) 472 (CCA-9, 1931), cert. den. 284 U. S. 674; 
Alexander T. Sokolow et al., CCH Dec. 6728, 
22 BTA 349 (1931); R. W. Crosman, CCH Dec 
6738, 22 BTA 390 (1931), aff'd 54 F. (2d) 75 
(CCA-9, 1932); Wayne Body Corporation, CCH 
Dec. 6745, 22 BTA 401 (1931), modified CCH 
Dec. 6870, 22 BTA 1207; Coca-Cola Bottling 
Company et al., CCH Dec. 6783, 22 BTA 686 
(1931); Nora M. Carney et al., CCH Dec. 6784, 
22 BTA 721 (1931); Edward H. Garcin, CCH 
Dec. 6837, 22 BTA 1027 (1931), remanded 79 
F. (2d) 993 (CCA-4, 1935); Herman Frost, 
CCH Dec. 6991, 23 BTA 411 (1931); 375 Park 
Avenue Corporation, CCH Dec. 7072, 23 BTA 
969 (1931); Edward T. Franklin, CCH Dec, 7139, 
23 BTA 1325 (1931); John A. Davis, CCH Dec 
7158, 24 BTA 36 (1931); Virginia H. Parmelee, 
cited at footnote 6; Federal Oil Corporation, 
CCH Dec, 7252, 24 BTA 622 (1931); Mazwell 
Goldman, CCH Dec, 7297, 24 BTA 915 (1931); 
Estate of John W. Rapp, CCH Dec, 7320, 24 
BTA 1061 (1931): Newport Company, CCH Dec 
7350, 24 BTA 1246 (1931), appeal dismissed 75 
F. (2d) 1011 (CCA-7, 1934); A. V. Stegeman, 
CCH Dec, 7499, 25 BTA 949 (1932); Frederick 
L. Watson, CCH Dec. 7501, 25 BTA 971 (1932); 
A. R. McLennan, CCH Dec. 7507, 25 BTA 1052 
(1932); England Walton & Company, Inc., CCH 
Dec. 7514, 25 BTA 1091 (1932); Oswego Falls 
Corporation, CCH Dec. 7572, 26 BTA 60 (1932), 
aff'd 4 ustc § 1311, 71 F. (2d) 673 (CCA-2, 1934); 
Jere R. Downing, CCH Dec. 7755, 26 BTA 1115 
(Continued on following page) 
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calculated date of 
the transferor.® In fact, it is well 
that the assessment of the tax de- 
ficiency against the transferor is not a pre- 


requisite to a valid assessment against the 


trom the assessment 
against 


settled 


(Footnote 7 continued) 

(1932); Kizzie Gordon, CCH Dec. 7868, 27 BTA 
377 (1932); Wells-Elkhorn Coal Company, CCH 
Dec. 7837, 27 BTA 198 (1932), appeal dismissed 
84 F. (2d) 1022 (CCA-G, 1936); Keener Oil € 
Gas Company, CCH Dec. 8902, 32 BTA 186 
(1935); American Equitable Assurance Company 
v. Helvering, 68 F. (2d) 46 (CCA-2, 1933), aff'g 
CCH Dec. 7849, 27 BTA 27; Z£. B. Teague, 
CCH Dec. 8965, 32 BTA 641 (1935); Bernard 
Pearl, CCH Dec. 8009, 27 BTA 1198 (1933) 
Hoosac Mills Corporation, CCH Dec. 8413, 29 
BTA 1057 (1934), rev'd 3!-1 ustc { 9133, 75 F 
(2d) 462 (CCA-1); Emily King Parker, CCH 
Dec. 8504, 30 BTA 342 (1934), aff'd 36-2 ust< 
1 9427, 8 F. (2d) 838 (CCA-8): USL Battery 
Corporation, CCH Dec. 9000, 32 BTA 810 (1935), 
aff'd 84 F. (2d) 1020 (CCA 2, 1936). cert. den 
299 U. S. 593: Commissiyner v. Erle Gerard, 
35-2 ustc § 9468, 78 F. (2d) 485 (CCA-9); Conti- 
nental Oil Company v. U] 8., 36-1 1 9266, 
83 Ct. Cls. 344, 14 F. Supp. 533. cert. den. 301 
U. S. 694; Olympic Refiting Company, CCH 
Dec. 9035, 32 BTA 1056 (1935): Will T. Caswell, 
CCH Dec. 9799, 36 BTA 816 (1937); Puget 
Sound National Bank of Tahoma, CCH Dec. 9728, 
36 BTA 386 (1937); Cathayine D. Sharpe, CCH 
Dec. 10,419, 38 BTA 502 41938), aff'd 39-2 ust 
1 9736, 107 F. (2d) 13 (C}A-3), cert. den. 309 
U. S. 665: U. S. v. Continetital National Bank & 
Trust Company, 39-1 / 9227, 305 U. S. 398 
Brooks v. Driscoll, 40-2 ustc § 9648, 114 F. (2d) 
426 (CCA-3); Estate of Ctrrie M. Botts, CCH 
Dec. 11,351, 42 BTA 977 (1940): C. 7. McDaniel 
et al., CCH Dec. 11,829, 44 BTA 564 (1941) 
Evelyn N. Moore, CCH lec. 12,876, 1 TC 14 
(1942), aff'd 45-1 1 10 167, 146 F. (2d) 824 
(CCA-2); Katherine D. Winton v. Reynolds, 
44-2 ustc {§ 10,154, 57 F. Supp. 565, appeal dis- 
148 F. (2d) 528 (CCQA-8, 1945); American 
Company v. Wickwir’ Spencer Steel Com- 
pany, 8 F. Supp. 562 (DC_N. Y., 1934); Eileen 
K. Vogel et al., CCH De". 13,854(M), 3 TCM 
306 (1944); EB. D. Flynn vw. Commissioner, 35-1 
ustc § 9352, 77 F. (2d) 180 (CCA-5): Marguerite 
E. Baur v. Commissioner, 44-2 ustc # 10,146 
145 F. (2d) 338, aff'g CCH Dee. 13,59, 2 TC 
1016; California Iron Yards Corporation v. Com- 
missioner, 36-1 wstc § 924, 82 F. (2d) 776 
(CCA-9), cert. den. 299 U. S. 553: J. Maurice 
Gray et al., CCH Dec. 13.985(M), 3 TCM 552, 
appeal dismissed CCA-3 (1445); Frieda S. War 
burg et al., CCH Dec. 15,903(M), 6 TCM 788 
appeal dismissed CA-2 (1919): R. T. Buzard v 
Helvering, 35-1 vustc § 9288, 77 F. (2d) 391 
(CCA of D. C.); Harold F. Pitcairn et al., CCH 
Dec. 13,996(M), 3 TCM 584, appeal dismissed 
CCA-3 (1945): Fletcher Trust Company v. Com 
missioner, 44-1 wustc $10,090, 141 F. (2d) 36 
(CCA-7), aff'g 1 TC 98, cert. den. 323 U. S. 711; 
W. W. Cleveland, CCH Dec. 8144, 28 BTA 578 
(1933), aff'd 35-1 "9353. 77 F. (2d) 184 
(CCA-5); Estate of Charles H. Babcock, CCH 
Dec. 14,953(M), 4 TCM 202 (1945); Alma M 
Mver, CCH Dec. 13,318, 2 TC 291 (1943), aff'd 
149 F. (2d) 642 (CCA-8, 1945): Nashville Trust 
Company (Cheek Estate), CCH Dec. 13,588(M), 
2 TCM 992 (1943); see, also, G. C. M. 586 
cited at footnote 6 


usT¢ 


usT¢ 


usT¢ 


missed 
ae 
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1954 °@ 


words, failure of the 
the tax deficiency 
transferor within the appro- 
priate period of limitation specified in the 
Code does not defeat its right to assess such 


transferee.” In other 
government to 


against the 


assess 


"Erle 
v. &, 


Will T. Caswell, Commissioner v 
Gerard, Continental Oil Company v 
cited at footnote 7 

* Mertens, work cited at footnote 7, Secs. 
53.29, 53.52, p. 546: Oppenheim, article cited 
at footnote 7, at p. 311; Malley, article cited at 
footnote 7, at p. 226: Hquitable Trust Company, 
CCH Dec. 17,278, 13 TC 731 (1949); Estate of 
Arthur T. Mariz, cited at footnote 7: Puritan 
Church—The Church of America, CCH Dec. 
18,332(M), 10 TCM 485, aff'd CA of D. C. 
(1953): Anna B. Negus et al., cited at foot- 
note 7. See, also, the following cases decided 
under substantially similar provisions of prior 
revenue acts: Virginia H. Parmelee, cited at 
footnote 6: Woodley Petroleum Company et al., 
Angier Corporation, J. H. Johnson et al., City 
National Bank v. Commissioner, Gideon-Ander- 
son Company, J. A. Kemp, Lulu Vance Baum- 
gartner, Wayne Body Corporation, Coca-Cola 
Bottling Company et al., 375 Park Avenue Cor- 
poration, Will T. Caswell, Catharine D. Sharpe, 
Evelyn N. Moore, Flynn v. Commissioner, 
American S. 8. Company v. Wickwire Spencer 
Steel Company, Estate of Charles H. Babcock, 
American Equitable Assurance Company vv. 
Helvering, USL Battery Corporation, Eileen K. 
Vogel et al., Katherine D. Winton v. Reynolds, 
California Iron Yards Corporation v. Commis- 
sioner, Fletcher Trust Company v. Commis- 
sioner, Continental Oil Company v. U. &., 
Frieda 8. Warburg et al., J. Maurice Gray 
et al., Harold F. Pitcairn et al., Nashville 
Trust Company (Cheek Estate), all cited at 
footnote 7: B. F. Fairless, CCH Dec. 5913, 
19 BTA 304 (1930), aff'd 3 ustc § 1170, 67 F. 
(2d) 475 (CCA-6, 1933); John Thomson, Jr., 
CCH Dec. 6120, 20 BTA 1 (1930); McGowin- 
Foshee Lumber Company, CCH Dec. 6171, 20 
BTA 223 (1930), appeal dismissed CCA of D. C. 
(1932): Mrs. U. H. Butler, CCH Dec. 7234, 2 
BTA 506 (1931); Helen Dean Wright, CCH Dec. 
8136, 28 BTA 543 (1933): Georgia, Florida @ 
Alabama Railroad Company, CCH Dec. 8663, 
31 BTA 1 (1934): Helvering v. Wheeling Mold 
& Foundry Company, 4 ustc { 1304, 71 F. (2d) 
749 (CCA-4, 1934), rev’'g CCH Dec. 7961, 27 BTA 
929, cert. den. 293 U. S. 603: Park & Tilford, 
CCH Dec. 11,624, 43 BTA 348, 383 (1941); 
Rowan Drilling Company, CCH Dec. 11,771, 44 
BTA 189 (1941), aff'd 42-2 ustc { 9628, 130 F. 
(2d) 62 (CCA-5): Coffee Pot Holding Corpora- 
tion v. Commissioner, 40-2 ustc {§ 9574, 113 F. 
(2d) 415 (CCA-5), aff'g CCH Dec. 9514-A, 
BTA 1316; Mississippi Valley Trust Company 
v. Commissioner, 45-1 ustc 9 10,175, 147 F. (2d) 
186 (CCA-8), aff'g 2.TC 1269; Springfield Na- 
tional Bank, Trustee, CCH Dec. 14,400(M), 4 
TCM 211 (1945): Third National Bank & Trust 
Company of Springfield, CCH Dec. 14,401(M), 
4 TCM 212 (1945); Margaret A. C. Riter, CCH 
Dec. 13,745, 3 TC 301 (1944); Fidelity-Phila- 
delphia Trust Company, CCH Dec. 13,884, 3 TG 
670 (1944): Charles A. E. Goodhart et al., CCH 
Dec. 13,279(M), 2 TCM 267 (1943); Fidelity 
Union Trust Company v. Anthony, 50-1 ustc 
§ 10,817, 13 N. J. Super. 596 (1951), 81 Atl. (2d) 
191: Sidney R. Baer et al., CCH Dec. 13,298(M), 
2 TCM 285 (1943), aff'd 149 F. (2d) 637 (CCA-8, 
1945); Clara Ream et al., CCH Dec. 13,621(M), 
2 TCM 1067 (1943), aff'd CCA-7 (1944). 
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Insurance .proceeds are deemed to be 
transferred to the beneficiary on 

the date of the insured's death for 
the purpose of determining transferee 
liability under Section 31 1(a)(1). 


deficiency against the transferee within the 
additional one-year period specified in Sec- 
tion 311 (b) (1). On this point the Circuit 
Court of Appeals for the Fifth Circuit 
stated:” “The language of the statute pre- 
scribing the period of limitation for assess- 
ment against a transferee contains nothing 
indicating an intention to make a trans- 
feree’s liability to assessment dependent 
upon the making of an assessment against 
the transferor taxpayer within the time 
allowed for making such assessment”; and 
the United States Board of Tax Appeals 
said that “such action would mean assess- 
ing tax against transferors entirely or sub- 
stantially devoid of assets, which would be 
a futile and useless aha 
statute should be 

doing of futile acts 


act. Obviously, no 


construed to require the 


It also has been held that the government 
is “not required to have an execution issued 
and returned nulla bona before pursuing” 
the transferee for the transferor’s tax de- 
ficiencies.” 


It also is permissible for the government 
to assess against the transferee within the 
period specified in Section 311 (b) (1) of 
the Code an amount in excess of the de- 
ficiency which may have been 


previously against the transferor.” 


assessed 


In the Marix case™ the transferees con- 


tended that Section 311 (b) (1) was inap- 
plicable to the “prompt assessment” provisions 


” Flynn v. Commissioner, cited at footnote 7. 

"u Park & Tilford, cited at footnote 9 

12 Coffee Pot Holding Corporation v 
sioner, cited at footnote 9. See, also, U. 8S. v 
Aaron Garfunkel, 52 F. (2d) 727 (1931); U. 8. 
v. Fairall, 1 ustc § 201, 16 F. (2d) 328 (1926); 
U. S. v. Pann, 2 vustc § 594, 23 F. (2d) 714 
(1927); Hatch v. Morosco Holding Company, 
Inc., 3 ustc { 1004, 50 F. (2d) 138 (CCA-2, 1931); 
U. S. v. Oscar Frommel & Brother, 50 F. (2d) 
73 (CCA-2, 1931), cert. den. 284 U. S. 647, VI-2 
CB 95 

3 Rowan 
note 9 

4 Cited at footnote 7. See, also, Kohlhase v 
Commissioner and Puget Sound National Bank 
of Tacoma, cited at footnote 7 

5’ Woodley Petroleum Company et al., Ameri- 
can Locker Company, Wells-Elkhorn Coal Com- 
pany, American S. S. Company v. Wickwire 
Spencer Steel Company, American Equitable 
Assurance Company, Wayne Body Corporation, 


“Dead” Tax 


Commis- 


Drilling Company, cited at foot- 


of Section 275 (b), but the Tax Court ot 
the United States disagreed, stating: “We 
conclude that subsection (b) is merely a 
part of a comprehensive scheme of limita- 
tions provisions, and was in general not 
intended to erase tax liability at the termi- 
nation of the period specified therein in any 
manner different from that in which sub- 
section (a) operates.” 

Thus, if the transferor’s 
his 1949 income tax return on 
1950, and on June 20, 1950, requested a 
prompt assessment, the government could 
assess the transferor’s tax deficiency against 
the transferee at any time up to December 
20, 1952; that is, one year after the expira- 
tion of the 18-month period specified in 
Section 275 (b). On the other hand, if the 
request for prompt assessment had been 
made on June 20, 1952, assessment against 
the transferee would have to be made by 
March 15, 1954 (and not by December 20, 
1954), since Section 275 (b) specifically pro- 
vides that the 18-month period for assess- 
ment against the transferor can in no event 


filed 
March 1, 


executor 


extend the period for assessment against 
him beyond three years after the due date 
for filing the return. 


The above-quoted language in the Tax 
Court’s opinion in the Marix case also sup- 
ports the conclusion that irrespective of 
the Code section (that is, Section 275, 276 
or 277) under which the period of limitation 
for assessment against the transferor is 
calculated, Section 311 (b) (1) extends 
such period for an additional year. For 
example, the one-year extension provided in 
Section 311 (b) (1) applies to the period 
determined under Section 277 relating to 
suspensions of the period of limitation 
against the transferor,” and to the period 


extended by a valid waiver or consent 


R. T. Buzard v. Helvering, Alexander T'. Sokolow 
et al., Keener Oil & Gas Company, C. T. Me- 
Daniel et al., Continental Oil Company v. U. 8., 
Hoosac Mills Corporation, Emily King Parker, 
Bernard Pearl, Olympic Refining Company, Es- 
tate of Carrie M, Botts, Commissioner v. Hrle 
Gerard, USL Battery Corporation, Puget Sound 
National Bank of Tacoma, VU. 8. v. Continental 
National Bank & Trust Company, Brooks v 
Driscoll, California Iron Yards Corporation v 
Commissioner, all cited at footnote 7: Rowan 
Drilling Company, cited at footnote 9: Francis 
E. Drake, CCH Dec. 8524, 30 BTA 475 (1934); 
Marie M. Sanborn, CCH Dec. 10,656, 39 BTA 
721 (1939), aff'd 40-1 ustc { 9173, 108 F. (2d) 
311 (CCA-8); First National Bank of Chicago 
v. Commissioner, 40-1 ustc § 9472, 112 F. (2d) 
260 (CCA-7), aff’'g CCH Dec. 10,780-B, 40 BTA 
1378, cert. den. 311 U. S. 691 (1940); U. 8. 1 
Evans, 40-2 ustc § 9417 (DC Ky.); Isaac Michael 
CCH Dec. 7681, 26 BTA 719 (1932), 
(Continued on following page) 
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under Section 276 (b) on the part of the 
transferor.* Where no return or a false or 
fraudulent return has been filed by the 
transferor, the tax may be assessed against 
him at any time under Section 276 (a), so 
that in such case—assuming no assessment 
against the transferor—an 
could be made at any time 
transferee.” Also, where the 
from his income tax re- 
turn amounts properly includible therein in 
excess ol cent of the gross in- 
in the return, then the 
of limitation provided in 


made 
assessment 
against the 
transteror 


has been 


omits 


25 per 
! 
A 


come state eriod 
Section 275 (c) 
for assessment against him is five years 
the due date of filing the return; and 
Section 311 (b) (1) extends this five-year 
period an additional 


against a 


after 


year for assessment 


transferee.” A jeopardy assess 
ment against the transferor neither shortens 
nor lengthens the period for 


against him or his transferee.” 


Although assessment 
feror is not a 


assessment 


against the 
prerequisite to 
there 


trans 


assessment 
against the transferee, can be no 
(Footnote 15 continued) 

appeal dismissed 75 F. (2d) 1014 (CCA-9 
ef. George F. Krug, CCH Dec. 8661, 30 
1376 (1934), aff'd 35-2 uste { 9469, 78 F. 
57 (CCA-9) 

* A. Cellers et al., W. O. Menger, R. W. 
Crosman, England Walton & Company, Inc., 
Keener Oil & Gas Company, Charles Havard, 
Bernard Pearl, Continental Oil Company v 
U. 8., Hoosac Mills Corporation, Wells-Elkhorn 
Coal Company, American Equitable Assurance 
Company, Kizzie Gordon, USL Battery Corpora 
tion, Lillie M, Jones, Helen Epstein, Rite-Way 
Products, Inc., American 8S. 8. Company 1 
Wickwire Spencer Steel Company, Anne Gatto, 
all cited at footnote 7; Continental Oil Com 
pany, CCH Dec. 6974, 23 BTA 311 (1931), rev'd 
68 F. (2d) 750 (CCA of D. C 1933); Lang 
Body Company of Delaware, CCH Dee. 5395 
17 BTA 245 (1929), appeal dismissed 5i F. (2d) 
1079; Rowan Drilling Company, cited at foot 
note 9; Francis E. Drake, cited at footnote 15 
U. 8S. wv. Morris L. Markowitz, 40-2 uste § 9659 
34 F. Supp. 827: J. A. McPherson v. Commis 
sioner, 3 ustc € 860, 54 F. (2d) 751 (CCA-9, 
1932): Charles D. Jaffee, CCH Dec. 5468, 17 
BTA 675 (1929), aff'd 45 F. (2d) 679 (CCA-2, 
1930) See, also, G. C. M. 2408, VI-2 CB 95 
Cf. Jonathan Godfrey, J A Kemp, Lillie 
MV. Jones, Oswego Falls Corporation, Herman 
Frost, John A. Davis, Keener Oil & Gas Com 
pany, W. W. Cleveland, ali cited at footnote 7; 
George F. Krug, cited at footnote 15; South- 
western Investment Company, CCH Dec. 5864 
19 BTA 30 (1930); Barron-Anderson Company, 
CCH Dec. 53463. 17 BTA 686 (1929); T. W 
Warner Company, CCH Dec. 6030, 19 BTA 872 
(1930); South Penn Oil Company, CCH Dec. 
6391, 20 BTA 1180 (1930): Equitable Gas Com- 
pany, CCH Dec. 6887, 22 BTA 1268 (1931); 
D. J. Gray, 31 BTA 580 (1934): Camp Manufac 
turing Company, CCH Dec. 7435, 25 BTA 537 
(1932): Union Shipbuilding Company, CCH Dec 
11,731, 43 BTA 1143 (1941) 


1935) 
BTA 


(2d) 
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June, 


a ei 


The tax liability of the trgnsferor 
need not be known at the date 
of transfer of the assets in order 


to have a transferee liability. 
transferee liability unless at the time of 
the transfer of assets there was in existence 
a tax liability on the part of the transferor.” 
Therefore, it seems clear that if at the time 
the assets are transferred the statute of 
limitations had already run with respect to 
assessment against the transferor, at that 
time there would be no tax liability on the 
part of the transferor; and, consequently, 
there would be no transferee liability on 
the part of the 
under Section 311 
sions of 


apply.” 


recipient of such 
(a) (1), and the provi 


Section 311 (b) (1) 


assets 
would not 


However, it is not necessary that the tax 
liability of the transferor at the 
date of transfer of the assets in order to 
have a transferee liability. It is settled that 


be known 


17 Norwich Woolen Mills Corporation, CCH 
Dec. 5647, 18 BTA 303 (1929); August Belmont 
Hotel Company, CCH Dec. 5724, 18 BTA 643 
(1930): Hill Goldwater, CCH Dec. 6416, 21 BTA 
73 (1930): BE. J. Lorie, CCH Dec. 6524, 21 BTA 
612 (1930); The Amalgamated Sugar Company, 
CCH Dec. 7180, 24 BTA 143 (1931); Will T 
Caswell and Frederick L. Watson, cited at foot- 
note 7; Ruth Halle Rowen, CCH Dee, 19,151, 
18 TC 874 (1952): George F. Krug, cited at 
footnote 15. 

% Ella S. Burrows, cited at footnote 

” FB. Teague, cited at footnote 7 

*® Mertens, work cited at footnote 7, Sec 
53.26, p. 516; Archibald and Henry L. Sherrod, 
CCH Dec. 5180, 16 BTA 622 (1929): F. Kieser 
& Son Company, Inc., CCH Dec. 4853, 15 BTA 
339 (1929); Kentucky Oil Corporation, CCH Dec. 
6624, 21 BTA 1150 (1931), appeal dismissed 
59 F. (2d) 1055 (CCA-6, 1932): Louis C. Rallo, 
20 BTA 799 (1930): J. P. Quirk, CCH Dec 
17,948, 15 TC 709 (1950) 

2 This actually seems to be the 
the decision in U. 8. 1 
cited at footnote 2, although this is not appar- 
ent from the court’s conclusions of law In 
this case the insured had died on January 14, 
1945, and deficiency assessments were made 
against the insured’s estate on December 19, 
1947, for income taxes due in 1943 and 1944 
(presumably those payable on March 15, 1943 
and 1944). There are no reported facts to show 
that any statute of limitations, other than that 
provided by Sec. 275(a), applied Thus, the 
assessments were ineffective because they were 
made after the period of limitation had ex- 
pired. 3eing ineffective against the taxpayer 
they were ineffective against the beneficiary of 
proceeds of insurance on his life, whether or 
not she could have been considered to be a 
transferee. If, however, the December 19, 1947 
assessments were timely, then they also may 
have been timely against the beneficiary as a 
transferee under Sec. 311(b)(1). See _ foot- 
note 24 


reason for 
Lynne Marx Gilmore, 
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transferee liability will extend to taxes im- 
posed against the transferor retroactively 
for tax years prior to the date of transfer.” 


Thus, it is of first importance to deter- 
mine the date of transfer of the assets by 
the taxpayer or his estate to the person 
against whom the government may attempt 
to make a transferee assessment. In the 
case of ordinary assets transferred by the 
taxpayer or by the executor or administra- 
tor of his estate, the date of actual transfer 
or distribution is the crucial date in deter- 
mining transferee liability.4 But in the case 
of life insurance proceeds paid by an in- 
surance company to a beneficiary, the date 
of the insured taxpayer’s death is the crucial 
date in determining transferee liability on 
the part of the beneficiary.* In other words, 

22 Mertens, work cited at footnote 7, Sec. 
53.09, p. 497; Elbert BE. Scott v. Commissioner, 
41-1 ustc § 9243, 117 F. (2d) 36; U. S. v. R. E. 
Armstrong, 1 ustc {§ 306, 26 F. (2d) 227 (CCA-8, 
1928); U. 8. v. McHatton, 1 ustc 9 35, 226 F. 
602 (1920); Continental Baking Company v. 
Helvering, 35-1 ustc § 9220, 75 F. (2d) 243 
(CCA of D. C.), aff'g CCH Dec. 8517, 30 BTA 
354: R. B. Wyche, CCH Dec. 9733, 36 BTA 414 
(1937); Borall Corporation, CCH Dec. 15,460(M), 
5 TCM 933 (1946), aff'd 48-1 ustc { 9262, 167 
F. (2d) 865 (CA-2); Charles BE. Smith & Sons 
Company, CCH Dee. 15,799(M), 6 TCM 529 
(1947), aff'd 50-1 ustc 9 9470, 184 F. (2d) 1011 
(CA-6); Regina Fisher, CCH Dee. 15,794(M), 
6 TCM 507 (1947); Edna M. Reinhardt, CCH 
Dec. 19,650(M), 12 TCM 510 (1953); Albert S. 
Swartz, CCH Dec. 19,599(M), 12 TCM 430 
(1953); California Iron Yards Corporation v. 
Commissioner, cited at footnote 7. Cf. U. S. 
v. Lynne Marx Gilmore, cited at footnote 2. 

23 In Mertens, work cited at footnote 7, Vol. 
9, Sec. 53.14, p. 501, it is stated: ‘‘The dis- 
tributees of the estate of a deceased taxpayer 
are transferees’' within the contemplation of 
Code Sec. 311(a)(1) and Regs. 118, Sec. 39.311-1 
(b) State law is not controlling in deter- 
mining whether or not a person is a trans- 
feree under said Sec. 311(a)(1); see Pyle, work 
cited at footnote 1, p. 187, and cases cited 
thereon In the case of an estate it is the 
distribution of the assets which renders the 
estate insolvent where the decedent’s federal 
tax liability exceeds the amount of the undis- 
tributed assets; see Lulu Vance Baumgariner, 
cited at footnote 7: Helen Dean Wright, cited 
at footnote 9; Estate of Paul M. Vandenhoeck, 
CCH Dec. 14,150, 4 TC 125 (1944); Estate of 
Carrie M. Botts, cited at footnote 7; Bell v. 
Commissioner, 36-1 ustc % 9122, 82 F. (2d) 499 
(CCA-3), where executor distributed estate 
funds to himself as trustee under an order of 
the state probate court, and it was held that he 
was liable as a transferee under Sec. 311(a)(1), 
the court stating that in such case the transfer 
took place when the probate court entered its 
order ‘‘in just as true a sense of that word as 
though the funds had been physically delivered 
from one person to another.'’ See, also, Paul, 
Federal Estate and Gift Taxation (1942), Vol. 1, 
Sec, 13.46. Further, Sec. 311(c) provides that, 
if the taxpayer is deceased, the period of 
limitation for assessment against the taxpayer 
shall be the period that would be in effect had 


“Dead” Tax 


the insurance proceeds are deemed to be 
transferred to the beneficiary on the date 
of the insured’s death for the purpose of 
determining transferee liability under Sec- 
tion 311 (a) (1). 

With these before us, let us sup- 
that a taxpayer during his lifetime 
has made what he believes to be adequate 
provision for his dependents after his death 
through the purchase of $200,000 of insur- 
ance on his own life payable to his wife as 
revocable beneficiary. Suppose, also, that 
he calculated what he believed to be his 
federal income tax for the year 1950 and 
filed a timely return thereof by March 15, 
1951. Then, on March 12, 1954, he dies, 
leaving no assets (other than the life insur- 
ance) and no known or visible debts, happy 


rules 
pose 


death . not occurred,’ and Sec. 312(a) pro- 
vides that ‘‘upon notice to the Commissioner 
that any person is acting in a fiduciary capac- 
ity such fiduciary shall assume the powers, 
rights, duties, and privileges of the taxpayer 
in respect of a tax imposed by this chapter 
{that is, the income tax] (except as specifically 
provided and except that the tax shall be col- 
lected from the estate of the taxpayer), until 
notice is given that the fiduciary capacity has 
terminated.’’ Regs. 118, Sec. 39.312-1(c) defines 
‘“fiduciary’’ to include an executor and an ad 
ministrator. These sections require the conclu- 
sion that, for purposes of determining transferee 
liability, the actual transfer or distribution of 
the personal assets of an estate by the executor 
or administrator thereof is the legal equivalent 
of a transfer by the taxpayer himself. Thus, 
a transfer of such assets by the taxpayer or 
by the executor or administrator of his estate 
after the statute of limitations has expired as 
to assessment against the taxpayer or his 
estate will not result in transferee liability 
under Sec. 311(a) (1). 


“4 Pyle, article cited at footnote 1, pp. 189, 
191. If in the case of U. 8S. v. Lynne Marx 
Gilmore, cited at footnote 2, the decedent's 
estate was insufficient at the date of his death 
on January 14, 1945, to pay the federal estate 
and income taxes (though unknown at that 
date but subsequently timely assessed), then 
the beneficiary would have been liable as a 
transferee under Sec. 311(a)(1) for such portion 
of the life insurance 
been necessary 


proceeds as would have 
to satisfy the tax deficiencies 
I agree with the district court in that case that 
‘neither the deceased nor his estate had any 
property or rights to property in the policies 
of insurance, nor the thereof, on 
December 19, 1947"’ income tax 
deficiencies were However, this is 
not a proper basis for concluding that the 
beneficiary is not liable as a transferee under 
Sec. 311(a)(1). On the reported facts (assuming 
the assessments were not timely made) the final 
result of the case is correct; but (assuming 
the assessments were timely made) it is very 
possible that the beneficiary had _ transferee 
liability In any event, the decision in this 
case should not be accorded much weight in 
the absence of more facts which do not appear 
in the opinion 


proceeds 
when the 
assessed. 


aN 





in the belief that his wife and family will 
be able to live out their lives comfortably 
with the insurance proceeds his death will 
provide. Let us assume such policy pro 
ceeds are promptly paid to the widow by 
the insurance company on March 17, 1954 
In December, 1953, Internal 
Revenue Service commences an investiga- 
return of 1950 income and on 
April 10, 1954, concludes that there is a tax 
deficiency of $100,000. Whereupon, the dis— 
trict internal revenue makes a 
transferee assessment upon the bereaved 
widow on August 30, 1954, for the deceas@d 
husband’s 1950 tax deficiency. 
10on, such 


however, the 


tion of his 


director of 


In my opin- 
upon the widow is 
proper, and the tax deficiency can be col- 
lected from her to the extent that payment 
of the insurance proceeds to her 


assessment 


renders 
the decedent’s estate insolvent or unable to 
pay the tax deficiency at his death (that is, 
to the extent of $100,000), in spite of the 
fact that under the supposed circumstances 
the statute of limitations in Section 275(a) 
of the Code expired on March 16, 1953 
(March 15, 1953, Sunday), with 
respect to an against the tax- 
himself. 


be ingg a 
assessment 
payer 


After March 16, 1953, assessment against 
the taxpayer or his estate is barred if there 
is no evidence of fraud or other facts which 
might result in extending or suspending the 
running of this period. The taxpayer’s 
widow became liable as a transferee of the 
insurance proceeds under Section 311 (a) 
(1) on March 12, 1954—the date of the tax- 
payer’s death—to the extent of the smaller 
of either the tax deficiency or the in- 
surance proceeds (in 
the $100,000 tax 
director 


this particular case, 
The district 
assessment 
against her as March 
12, 1954, was not a transferee 
until that date, and such assessment would 


deficiency ) 


could not make an 


transferee before 


since she 


have to be made against her on or before 
March 15, 1955, to be valid 


*% Continental Oil Company v. U. S., Anna 
B. Negus, Anne Gatto, City National Bank v. 
Commissioner, Marion Parsons Spencer, A 
Cellers et al., Louis Costanzo, W. O. Menger, 
Sarah M. Hadley, Wells-Elkhorn Coal Company, 
Kathleen O’Brien, G. C. Barkley, Charles 
Havard, City National Bank v. Commissioner, 
J. A. Kemp, Jere R. Downing, Oswego Falls 
Corporation, American Locker Company, Vir- 
ginia Chase Weddell, Lulu Vance Baumgartner, 
R. W. Crosman, Wayne Body Corporation, Coca- 
Cola Bottling Company, Nora M. Carney, Her- 
man Frost, 375 Park Avenue Corporation, John 
A. Davis, Keener Oil & Gas Company, Marwell 
Goldman, Newport Company, A. V. Stegeman, 
England Walton & Company, Inc Estate of 
Carrie M. Botts, Hoosac Mills Corporation, 
Emily King Parker, USL Battery Corporatton, 
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If no transferee assessment were made 
by the district director, he could mail a 
deficiency notice to the beneficiary as trans- 
March 15, 1955, which would 
suspend the running of the period of limi- 
tation tor against her as pro- 
vided in Code Sections 272 (a) and 311 (d).” 


leree by 


assessment 


If, however, in this case the insured tax- 
payer had after March 17, 
1954, in my opinion no transferee assess- 
ment would be valid as 
ficiary, since on the 


died on or 
against his bene- 
date of his death he 


enforceable tax liability 


Now, let us assume the factS as 
in the previous example, except that the 
insured dies on January 10, 1954, and his 
estate on the date of his death consists 
of $150,000 of assets in the form of per- 
sonal property, than the $200,000 
of insurance proceeds payable to his widow. 
Thus, 


had no 


Salnie 


other 


since his other estate assets are 
sufficient to satisfy his tax liabilities at the 
date of his death, no part of the insurance 
proceeds payable to the would be 
required for that purpose. Consequently, 
she cannot be held liable under 
311 (a) (1) of the Code as a transferee of 
any part of the insurance proceeds. Not 
having any transferee liability with respect 
to such proceeds, obviously the provisions 
of Section 311 (b) (1) of the 
inapplicable. 


W idow 


Section 


Code are 


If, however, under the insured’s will the 
$150,000 of personal property also is left 
to the 
sured’s 
assets to 


widow and the executor of the in- 
estate actually distributes such 
her on March 1, 1954—without 
first satisfying the insured’s tax deficiency 
—then the widow is liable under Section 
311 (a) (1) of the Code as a transferee of 
such assets to the extent of the $100,000 
tax deficiency. Section 311 (f) 
“legatee” and “distributee” within 
finition of “transferee.” The 
comes liable as transferee of 


includes 
the de- 
widow be- 


such assets 


Olympic Refining Company, Will T. Caswell, 
Puget Sound National Bank of Tacoma, Catha- 
rine D. Sharpe, C. T. McDaniel et al., Evelyn 


N. Moore, Eileen K. 
Warburg et al., American 8. 8S 
Wickwire Spencer Steel Company, Flynn v 
Commissioner, Charles H. Babcock, California 
Iron Yards Corporation v. Commissioner, Buzard 
v. Helvering, W. W. Cleveland, cited at foot- 
note 7: B. F. Fairless, Springfield National 
Bank & Trust Company, Third National Bank 
& Trust Company of Springfield, Baur v. Com- 
missioner, cited at footnote 9: Francis E 
Drake, Marie M. Sanborn, George F. Krug, 
cited at footnote 15; Virginia H. Parmelee, 
cited at footnote 6; Mary J. Burrell Estate 
et al., CCH Dec. 13,945(M), 3 TCM 489 (1944), 
Dkt. Nos. 1393-1396 
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Frieda 8 
Company v 


Vogel et al., 





as of March 1, 


ment as mace 


1954, even though no assess 


against her husband or his 


estate Vhus, the 


government can proceed 


against her to hus- 


assets 


satisfy her deceased 


deficiency out of these 
paid over to her \ 
against her or a deficiency 
her by March 15, 1955, will be timely under 
Section 311 (b) (1) of the Code, 


though the government does not 


band’s tax 


transteree assessment 


notice sent to 


even 
determine 


the deficiency until atter the assets are 


transferred to het 


Ordinarily this would that the 


reach the insurance 


mean 
government could not 


proceeds under such 
( ould 
1 


only out of the 


circumstances, but 


1 


satisfy the insured’s tax deficiency 


other assets transferred to 
let us that 
disposes of the $150,000 of per- 
‘rty on July 12, 1954, so that 


transteree 


However assume 


when assessment in_ the 


amount of $100,000 is made against her on 


August 30, 1954, she has no property in 
except the §$ 


$200,000 of in 
March 


husband’s death 


eT 1 
’ i 


OssessION 
surance proceeds paid to her on 


17, 1954, by 


on January 10 


reason of her 
1954 
mum extent of her 


It is merely the maxi- 
transferee liability that 
is measured by the value of the 


March 1, 


assets dis 
1954. The 


footnote 7, Secs 


tributed to her on 


Mertens, work cited at 
53.07 and 53.39: Emma L. Gaestel, CCH Der 
15,605(M), 6 TCM 89 (1947): C. A. Hutton 1 
Commissioner, 3. ust 1948, 59 F (2d) 66 


Dead" Tax 


that the transferee 
of the 
liability 


fact may have disposed 
transferred assets which created her 


is immaterial.* 


Such transferee liability can be enforced 
by means of distraint or a civil action in 
Section 3678 of the Code out 
ot any property o1 
by the widow. 
clude the 
government can 


equity under 


property rights owned 
That would, of course, in- 
Thus, the 
widow's trans- 
“other assets” out 


insurance proceeds. 
Satisly the 
feree lability as to the 
much of the 


of so 


insurance proceeds as 
are equal to the amount of the tax deficiency 
or the amount ot the “other trans- 
ferred to her, whichever is the smaller, even 
though she had no transferee liability as 
to the insurance proceeds because the in 


assets” 


sured’s estate was solvent and fully able to 
pay the tax deficiency at the date of his death 


If under the 
graphs the 


facts in the preceding para 
had 
policy provisions to have 
the insurance proceeds 
monthly 


widow, as beneficiary, 


elected under the 
payable to her in 


instalments for a period certain 
during het 
that het 


would 


lifetime, it is my opinion 
$100,000 
satisfied by distraint or 
under Section 3678 out of 
instalment as it becomes due 
she has a right to commute 
ments, in latter 


transferee liability of 
have to be 
by civil action 


each unless 


future instal 
event she can be 
district court under sub- 
and (d) of Section 3678 to 
right for the benefit of the 
government in satisfaction of such liability 


which 
forced by the 
sections (c) 


exercise such 


If in the example in the preceding para- 
graphs the personal property of $150,000 
were distributed to the widow on or after 
March 16, 1954, then there would be no 
transferee liability on the part of the widow 
as to such assets; and, accordingly, the in- 
surance proceeds could not be reached 
by the government. 

Thus, we 
that 
been 


reach the legally logical con 


clusion even though a tax 


deficiency 


has not assessed against the insured 


tax delinquent himself—and has not 
been calculated by the time of his death 


nroper 


even 
under 
circumstances it can be enforced 
beneficiary of life 
after the taxpayer’s death, in 
spite of the fact that the beneficiary actu 
ally may have no transferee liability as to 
such insurance proceeds Section 311 


(a) (1) of the Code. [The End] 


6432, 21 


against the insurance 


proceeds 


under 


(CCA-9, 1932), aff'g CCH Dec 
101: Estate of L. E. McKnight, 
15,736, 8 TC 871 (1947) Fada 
18 TC 1169 (1952) 


BTA 
CCH Der 
Gobins, CCH 
Dec. 19,218 
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Books 


A Major Tax Problem 


Federal-State-Local Tax Correlation. Tax 
Institute, Inc., 457 Nassau Street, Prince- 
ton, New Jersey. 1954. 248 pages. -$5. 


Me 


This publication contains the papers pre- 
sented at the annual symposium conducted 
by the Tax Institute, December 3-4, 1953, 
This symposium focused at- 
tention upon a question that is particularly 
vital because of the competition 
governmental units to 


‘J he sce 


at Princeton. 


between 
exploit revenue 


sources problems were discussed 
from the viewpoint of tax theory and tax 


practice 
Mabel 
nomics, Vassar College, in the chapter en- 


titled “Critical Appraisal of Federal 
State Aid,” concluded: 


Newcomer, professor of eco- 


and 


“I do not foresee any such great equali 
zation of wealth over the United States, or 
any such improvement in real estate tax 
administration, as to do away entirely with 
the need tor grants-in-aid And it is to 
be expected that there will be a gradual in- 
crease im state government activities at 
local, and federal at the 


The increasing mobility 


the expense ol 
expense of state 

of population and 
But it should be 
movement 


virtues ot 


business this. 


requires 
possible to slow the 
and to retain all the 
local self-govern- 
ment as long as there are such virtues. For 
the rest, it will be 


down, 
responsible 


necessary to insure that 
the central government itself 
sponsive to the popular will.” 


remains re- 


Paul Studenski, protessor ot economics, 
New York University, in discussing “AI- 


ternatives to Grants-in-Aid,” concludes: 


“The important point which I want to 
emphasize in this paper is that there 
are many ways in which the abilities of our 
state and local governments to 
themselves may be improved. 
utmost 
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finance 
It is of the 


importance to the preservation of 
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Of 
Interest 
to the Tax Man 


our dynamic federal democracy that ou 
state and local governments be able to have 
ample resources at their command.” 


A very interesting group of papers is that 
dealing with the general subject of poten 
tialities of cooperation, and K. C. Littlefield, 
manager of the tax department, 
Service Oil discussed 
cryptically a 


Cities 
Company, rather 
businessman’s view of the 


necessity tor “Uniformity of Definitions” 


‘In some 
definition 


cases a_ proposed 
bring within the 


group oft 


unitorm 
may taxing 


power a persons or transactions 
that were deliberately omitted for political 
purposes. This is a particularly big prob 
lem in those states where rural politicians 
are willing to go to 


putting a tax on the 


any length to avoid 


farmers. 


“Some of our troubles arise from legis 
lators who fail to realize that they are act 
ing for state of a federal 
states—not for an isolated 
monwealth. ... 


one union of 


State or com 


“Even though you may, by some miracle, 
attain uniformity of definition you still 
won't be out of the woods because of the 
tendency of some officials to expand and 
distort the law through regulations. All 
of you have experienced this to some de 
Often there is a greater 


gree Variance in 


interpretation than there is in definitions.” 


J. H. Perry of the Canadian Tax Founda 
tion gave a particularly interesting account 
of “Intergovernmental — Fiscal 
ments in Canada,” concluding: 


\rrange- 


“Clearly the main conclusion is that no 
realistic appraisal of the proper or ideal 
limitations of taxing jurtsdiction can leave 
out of account time, tradition, government, 
the state of business, the advance of science, 
international tension, and a host of 


factors. If we 


other 
facing the simple 
matter of allotting functions and taxes to 
the level of government where they could 


were 
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be best administered, a firm of efficiency 
experts could probably produce a reason- 
ably good answer in a few months. Un- 
deniably rapid communications and _ the 
application of modern office equipment have 
increased the optimum 
tax administration. 


area for efficient 
Perhaps the day may 
be at hand when every tax could be most 
efficiently collected through a single nation- 


wide administration. 


“Similarly there has been a strong and 
movement towards the 


zation of expenditures. 


growing centrali- 
The three securi- 

and 
doimg to modern government what Caesar’s 
legions did to the Roman Empire. Thus 
it must be that recently both 
and events have been exerting a pull 
towards the center. At the same time it 
must that there are 


some of 


ties—national, 


economic, social— are 


conceded 
logi 
also be recognized 
strong which 
In both our 
countries the state or provincial and local 
levels still perform the mayor 
which most citizens would 
sential These 


centrifugal forces, 


are growing equally powerful. 


functions 
regard as es- 
functions are becoming more 
and more significant in the national life and 
pride in the bounty of their provision is 
ever stronger. One need only 
mention education and highways to make 
this point. 


becoming 


“Who is to say then that if another ten, 
fifteen, or twenty years go by in continued 
prosperity the junior levels of government 
may not again transcend the national gov- 
ernment as they have in time past? So 
rapidly is the world around us changing, 
close is the relationship now be- 
government and the economic, 
scientific, and social environment that one 
would be bold to predict what might be the 
proper limitations of 
public 


now 


and so 


tween 


taxing power and 


responsibility even a decade from 
This outlook suggests caution in the 
adoption of 


that 


any plans on the assumption 


they will be permanent and enduring 


At no time has the basic problem of federal 


finance—the achievement of 


flexibility- been 


simultaneous 


stability and more acute 


than today 


“One last 


balance ] 


word, and then I am through 
would think that 


from our 


you might 
that a little 
placed on the right of 
In tax 


earn ex perience 


ower value may be 
matters, and we 

our side might learn from you to value 
it a little higher I am 


t} 


certain, however, 


iat neither of us are in danger of for- 


getting that there are values of citizenship 


Books 


at stake 
perhaps 


which it would be 
even fatal—to 
over-centralization of 


dangerous— 
undermine 
taxing 


by an 
authority.” 

There are many other papers equally as 
provocative as any of these from which we 
have quoted. The symposium and_ this 
little volume is a definite contribution to 
tax planning and sound thinking. 


Tax Discussions 


Proceedings of the 
Conference on Taxation 
sociation, Box 1799, 
fornia. 1954. 657 pages. 


The Forty-sixth Annual Conference on 
Taxation, held under the auspices of the 
National Tax Association, in 
September 28-October 1, 1953, 
certain problems in 
fields. 


Forty-sixth Annual 

National Tax As- 
Sacramento 8, Cali- 
$10.50, 


Louisville, 
dealt with 
specific selected tax 

One session was concerned with the taxa 
tion of liquor, and another with 
tax problems; another session 
the subject of highway tax problems; 
equalization of property tax was discussed 
in another session; and state tax adminis 
tration occupied the attention of those who 
attended still 


The touched upon at 
two points: capital gains and depreciation 


Other this conference dis 
cussed state fiscal problems, public utility 
problems, problems of the federal budget, 
financial problems of cities and the taxation 
of foreign investments. Papers covering 
these subjects as well as the minutes of 
several business 


this book. 


property 


discussed 


another session, 
income tax was 


sessions ot 


meetings are included in 


Business Tax Planning 


How to Save Taxes Through Proper Ac- 
counting. Jackson L. Boughner. Prentice- 
Hall, Inc., 70 Fifth Avenue, New York 11 
New York. 1954. 295 pages. $5.65. 

Many business transactions must be ac 
cepted or rejected on the spur of the 
moment. The business executive must make 
decisions on the belief 


make o1 


these basis of his 


will 
transaction 
whether the 
consequences are a deterring 
form the 


as to whether the company 
money on the 


knowledge as to 


lose and his 


income tax 
tactor The 
transaction takes is often set from 
the beginning and cannot be changed at a 
later date 
book to 


handling 


It is one of the functions of this 
point out 
Various 


alternative methods of 
transactions in order to 
minimize 


Income taxes 
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Articles 


A Broad View of Investments Taxed 


“Income Tax Planning for Personal In- 
vestments,’’ by Emory S. Naylor, Jr., 
and Thomas S. Sly. University of 
Illinois Law Forum, Winter, 1953. 


The authors are members of the Illinois 
bar. 
lax planning for 


investments requires a 


working knowledge of the 
ot federal 


understanding of 


general scheme 


taxation thorough 


and a rather 
certain 
Code 


tax exempt; however, 


sections of the 


Internal Revenue Some tew types 


of securities are most 


investments with a tax appeal are not In 


herently but 


advantageous, simply present 


an opportunity to the taxpayer to make use 


of one Or more specific devices One ol 


these is to postpone (or occasionally to 


accelerate) the year of recognition of income 


in the hope of lower rates, offsetting losses 


higher personal exemptions, ete 
ment (and 


Postpone 
sometimes complete avoidance) 
may, tor example, be 
property 
appreciate in 


no immediate 


accomplished by in 
which 1s 
but 
return so 


vesting in expected to 


has little or 
that there is 
theretore no present realization of profit on 
vhich to impose a tax Another common 
which tax postponed is to 
nvestment in which all or part ot 
the current return is treated as a recovery 
of capital with profit deferred until the cost 
1s fully 


value which 


cash 


way in may be 


hind an 


recovered 


\ most important part of many tax-saving 
the preferred treatment given 
capital gains. The individual investor need 
ordinary 


devices 1s 


pay tax at rates on only one half 


of his net long-term capital gains or, alter 
natively, not more than 25 per 


tull amount of gain 


cent ot the 
Since these provisions 
it might be 
to keep the requirements in mind 
to have 
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In ordet 
a transaction subject to taxation as 
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Digests and Comments 
from Other Periodicals 
- « - Staff Prepared 


a long-term capital gain, it is usually neces- 
that there be the 
conditions, 


Sary concurrence of three 
that the 


asset, (b) 


namely, (a) property 
that the 
gain or loss 
and (c) that 
the property has been held by the taxpayer 
for Six months or 
defined as all 


involved be a capital 


transaction 


out of which the 


arises 1s a sale or exchange 


more Capital assets are 


property owned by the tax 


paver with certain 


These 


the trade or 


enumerated 
include 


exceptions 
exceptions property used in 
business, merchandise or 


property Ola type 


other 
which would properly 
be included in inventory, and certain types 
ot intangibles such as copyrights; musical, 
literary or artistic compositions; and certain 
United States 
1941, on a discount 
then, that with the 
exception of these United States obligations, 


all types of property which are usually con 


rm obligations of the 
aiter March 1, 


obvious 


short-te 
issued 
basis It is 


when held by an 
individual are capital assets 
computation of the holding period is not 
difficult, although it should be pointed out 


that where the property has been acquired 


sidered as investments 


Ordinarily the 


in certain prescribed transactions, the hold 
ing period of the property previously owned 
may be “tacked” or added to that of the 
property exchanged lt 
the property 
months but 
ments, the 


sold or 
not 
the 
give rise to short-term 
which, in the 
of other capital transactions, will have the 
effect of being treated 
in full of 
of $1,000 


presently 
been held for six 


first 


has 


meets two require 
sale may 
absence 


; 
loss 


capital gain o1 


as ordinary 
the 


imcome 


ordinary loss up to amount 


Life insurance Is one of the most common 
In the 
usual case, where the insured has paid the 
premiums on insurance on his own life with 
members of his family 


investments offering tax advantages 


named as_ benefi- 
ciaries, the proceeds paid by reason of his 
death, even though substantially in 


of the premiums paid, are not 


excess 


subject to 
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income tax to the deceased, his estate or his 
beneficiaries. Similarly, no deduction is allowed 
for the premiums paid for such insurance 


\ further income tax advantage is that 
no part of the death benefits constitute tax 
able income even though they are paid in 
installments pursuant to an election made 
either by the insured or by his beneficiary. 
It may therefore be advantageous to make 
take installment payments 
aggregate exceed the tace 
amount of the policy rather than to take a 
lump-sum payment 


in election to 
vhich in the 


and invest this so as 
to produce taxable income. On the 
hand, 


other 
if the proceeds of the policy are held 


by the company 


under an agreement to pay 


nterest as such, the interest is taxable 


Payments received on 
other 


insured 


account of lite 


insurance death 


of the 


than by reason of the 


may be subject to tax 


Home ownership has a definite tax ad 
vantage as compared to rental occupancy 


Employee pension and profit-sharing plans 
have come to be an part of the 
industrial em 
Apart from the social benefits of 
such plans, there are substantial tax bene 
fits to the participants, since the employees 
are able, in effect, to defer a portion ot their 


important 
scheme of compensating 


ployees 


earnings until a period subsequent to thei 
retirement, at which time they 


will pre 
umably be in lower tax brackets 


\ subyje ct that 


has received considerable 


ittention in receni higher salaried 


problem of individual de 
Mmpensation 


years by 
personnel is the 
I¢ rred ( 


ire not 


which 
scope of the formal! em 

and profit-sharing plans 
purpose of all such arrange 
with the qualified plans, is 
compensation which would 
currently paid and subject to 

e top applicable tax 

some 


arrangements 
within the 
ployees’ pension 
In general, the 


ments, just as 


to reduce the 
herwise be 


rate, and to provide 


sort of leu 


agreement in thereof to 
date During such 
employee is tre 


later 
periods the 
quently required to render 


retrain 


pay benefits at a 
subsequent 


advisory services, 
Although 
each such nonqualified arrangement requires 
careful scrutiny on the part of the advisor, 
it is true that if 
current tax 
plovee is in re¢ eipt 


irom competition, etc 


generally the employer 


receives a deduction the em 
of current income, and 
that if the employee is able to 
effectively postpone his income until a later 
date the company will not receive a current 
deduction 


Many 
investing 


conversely 


well-to-do 
substantial 


individuals have been 


sums in real estate, 


Articles 


motivated at least in part by the supposed 
tax advantages resulting from such invest 
ments. Some investors claim that the value 
of productive real estate can be allowed to 
increase at the expense of what might other 
wise be current ordinary resulting 


in an ultimate conversion of ordinary income 


income 
into capital gain. This may be true to some 
extent, since expenditures which are prop 
erly claimed as currently deductible do, in 
some cases, also add to the permanent value 
of the property. Such 
relate to soil 


grams, etc 


expenditures may 


repairs, improvement pro 


Timber farming appears to be a good 
example of an investment which results in 
current deductions with ultimate gain post 


poned to the future. 

In recent 
particularly 
chased 


high-bracket 
professional 
property 
development of the 


vears, taxpayers, 


men, have pur 
view to the 
farm as an income 
producing unit as well as a personal resi 
dence Deductions for 
connection with 


farm with a 


expenditures in 
such farms are receiving 
increasingly close scrutiny, particularly where 
the farm has been operated at a loss for 
several Where the tax 
a farm residence but has 
most of his income from nonfarm 
he should be careful to allocate 
expenditures between the personal residence 
and the operation of the farm 
Where a farm is used for hobby or pleasure 
purposes, and 


SUCCESSIVE years 
payer is living in 
SOUTCEeS, 
extremely 


business 


particularly where the 1m 
disproportionate to the ex 


larm operation, 


provements are 
tent ot the 
disallowed 


losses 


may be 


However, even here there may 


be a certain tax advantage, since income 


a farm operated for pleasure need not 
be reported where there is a new loss whicl 


Irom 


is not allowed as a tax deduction 


One of the 
vestment is a 


most common torms of 1m 


marketable security, the in 
usually fully 


investor 


which is 
individual 


come 
to the 


from taxabl 


Dividends from 
ferred stocks are 
individual 


most common and_ pre 


taxable nm full to the 
investor as ordinary income 


However, certain selected stocks are in an 


advantageous tax position where part or all 


of their 
to the recipients 
visions ot 


current dividends are nontaxabl 
due to the pro 
115(a) of the Internal 
Revenue Code, which defines a dividend as 
a distribution out of either accumulated or 
current and profits. Thus, if a 


has had large losses in the past 


‘| his 1S 
Section 


earnings 
company 


so as not to have any accumulated earnings 
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and profits, but still has cash available for 
distribution, such cash may be distributed 
and the taxable income resulting from such 
distribution is limited to the taxpayer’s 
pro-rata share of the current earnings of 
the company Many investment houses 
publish studies listing stocks in 
this position. To the extent that an investor 
nontaxable dividends on any of 
these common stocks, they have the effect 
of reducing the tax basis of his investment. 
To the extent that he has received a com- 
plete return of his cost, the excess is treated 
as a Capital gain 


common 


receives 


Many well-to-do individuals have placed 
considerable emphasis on what are com- 
monly as “growth” stocks. These 
are stocks that appear to have better than 
average chances of appreciation over a long 
period. They frequently have a relatively 
low current yield but as a class they offer 
the tax advantage of capital gain treatment 
on any resulting appreciation. Other stocks 
which have received considerable following, 
partially 
are 


known 


as a result of tax considerations, 
those that have frequent 
stock dividends 
shareholder 
dividend shares In 
sold, the holder 
on his net profit. 


nontaxable 
In such case the individual 
either sell or the 
the event they are 
is entitled to capital gain 

Under the provisions of 
Section 113(a)(19) of the Internal Revenue 
Code his cost for these dividend shares is 
an aliquot part of the basis of his old shares 
and under Section 117(h) of the Code the 
holding period of the new shares is deter- 
mined by the holding period of the old shares. 


may retain 


One of the very common transactions that 
is all often incorrectly the 
treatment of stock rights. In no event does 
the actual issuance of stock rights give rise 
to taxable income. 
the resulting 


too handled is 


If the rights are taxable, 
income is taxable as ordinary 
at the time they are sold or exer- 
cised, whereas if the stock rights are 
taxable, 

allocated 
and the 


on which 


income 


non- 
the cost of the taxpayer’s stock is 
the stock and the rights 
holding period is that of the stock 
they were issued. Where rights 
are allowed to expire there is no deductible 


loss or 


between 


adjustment to basis except in the 
case of a purchaser of the rights. 


Probably the greatest tax advantages have 
been given to the owners of oil and gas 
To the extent that an individual 
a farm, a tract of real estate, a 


interests. 
purchases 


building or any other asset having a long- 


This is a revision of the article by Mr. Arac 
in the American Bar Association, Section of 
Taxation Bulletin, which appeared in somewhat 
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term life, he is required to capitalize the 
entire cost and to write off the depreciable 
part of his investment over the useful life 
of the assets acquired. Where, however, an 
individual drills an oil or gas well, the cost 
of drilling may be deductible in full regard- 
less of whether the well is a productive one. 
This advantage alone has led many high-tax 
bracket investors to ignore the usual prin- 
ciples of diversification and to invest a large 
portion of their available resources in oil 
and gas ventures. 


The purpose of this article is to discuss 
some of the more common investments 
having a tax appeal. No mention has been 
made of those phases of tax planning whiclt 
have received wide publicity, such as the 
timing of security transactions, nor of prob- 
lems of limited occurrence as, for example, 
the multitude of questions inherent in some 
applications of the foreign tax credit to 
dividends from a foreign source 


Tax Consequences of Covenant 


“Covenant Not to Compete,”’ by Ben- 
jamin Arac. American Bar Association, 


Section of Taxation Bulletin, March, 
1954.* 


The author is a member of the Publica- 


tions Committee, Section of Taxation, 
American Bar Association. 


An additional tax cost of $32,000 is a high 
price to pay for ignorance of the tax con 
sequences of a contract. In upholding de 
ficiencies amounting to that sum, the Tenth 
Circuit Court of Appeals 
equivocal warning that “. 


issued an un 
where parties 
enter into an agreement, with a clear under 
standing of its substance and content, they 
cannot be that they 
overlooked possible tax consequences.” 
(Hamlin Trust v. Commisstoner, 54-1 
49215, 209 F. (2d) 761 
TC 718.) 


heard to say later 
USTC 


(CA-10), aff’g 19 


‘The case did 
nary or unusual 
incident in the 
strictive covenant 


not involve any 
situation but a 
sale of 


extraordi 
common 
a business, a re 
against competition. What 
are the tax consequences of such a covenant? 


The purchaser secures a decided tax ad 
vantage if he segregate the covenant 
not to compete, that is, if he can establish 
that the covenant is a separate item actu- 
ally dealt with and that it has a value apart 


can 


different form in the 
Bulletin. 


June, 1953 Boston Bar 
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from that of good will. In that event, the 
price paid for the covenant is depreciable 
so that the purchaser can obtain annual de- 
ductions from ordinary income spread over 
the period covered by the restrictive covenant. 
But if the purchaser succeeds in this ob- 
jective, there is a corresponding tax disad- 
vantage to the seller, since the amount 
received by him for this covenant is taxed 
to him as ordinary income. 


On the other hand, the tax advantage is 
with the seller if he can that the 


covenant not to compete accompanies the 


show 


transfer of good will in the sale of a going 
business, and has the 
assuring to the 


primary function of 
purchaser the beneficial 
enjoyment of the good will acquired. In 
that event, the 
Here, the 


regarded 


covenant is 
payment for the covenant is 
as part of the price of the good 
will and the proceeds are treated as capital 
gain to the seller. 


nonseverable 


The corresponding tax 
disadvantage to the purchaser is that he 
cannot amortize the payment over the life 
of the covenant. 


The Hamlin Trust 
panion case of Commissioner v. Gazette Tele 
graph Company, 54-1 ustc § 9214, 209 F. 
(2d) 926 (CA-10), aff’d 19 TC 692, involved 
the purchasers and sellers in the same stock 
transaction. The sellers owned 5,000 shares 
of the stock of a newspaper corporation 
They arranged to sell their stock for $200 
a share and that they would not 
compete with the purchasers for a period 
of ten The aware of 
the tax consequences, insisted upon a fixed 


case and its com 


agreed 


years purchasers, 
and definite consideration for the covenant 
in order to establish its value, and indicated 
their intention to treat the covenant as an 
asset to be amortized over the period of its 
life. They induced the sellers to change the 
contract to that the stock was pur- 
chased for $150 a share and that $50 a share 
was allocated to the covenant not to com- 
pete. The sellers, without realizing the tax 
effect, agreed to the Under the 
revised arrangement, the sellers were held 
realized $250,000 as ordinary in- 
and the 
duction for the 


show 


change. 


to have 
come, secured a de- 
payment at the 


With 


out the change, the purchasers would have 


purchasers 
$250,000 
rate of $25,000 a vear for ten years 


had no deduction and the sellers a capital 


gain based on the entire consideration 


How do we determine whether the cove- 
nant is to be treated as severable or merely 
as part of the good will? The nature of the 
transaction rise to the 


giving covenant 


Articles 


The courts regard ‘‘third-party 
covenants" not as transfers in aid of 
good will, but merely 

as a bargaining away of purely 
individual rights. 


affects the result. The covenant may be 
given in a transaction in which no business 
assets are transferred by anyone, the pur- 
pose being merely to restrict competition 
(George Prince, CCH Dec. 12,507-G(1942).) 
This is the “naked covenant.” 


accompanies the 


so-called 


Since will 


good transite 
of a going business, it is obvious that there 
is no transfer of good will in this situation 
(See Metropolitan Bank v. St. Louis Dis 
patch Company, 149 U. S. 436, for definition 
of “good will.”) Hence, the amount paid for 
the covenant will be taxed to the recipient 
as ordinary income. ‘The same result is 
reached when the person giving the cove 
nant 1s not the owner of the business assets 
transferred. He may be an officer or em 
ployee of the corporation whose assets are 
sold (Beals’ Estate v. Commissioner, 36-1 
ustc {[ 9117, 82 F. (2d) 268 (CCA-2); Cox v. 
Helvering, 4 ustc J 1296, 71 F. (2d) 987 (CA 
of D. C., 1934)), or he may be a stockholder 
selling his stock, as in the Hamlin Trust case, 
above. These 
ferred to 


covenants are frequently re 
as “third-party covenants.” The 
courts regard these third-party covenants not 
as transfers in aid of good will, but merely as 
a bargaining away of 
rights. Since 
others or 


purely individual 
“a promise not to work for 
for oneself” is not 
of property, the payment 
tutes ordinary income 


a conveyance 


received consti 


The persons receiving the so-called naked 
or third-party covenants are permitted to 
amortize the cost ‘of the 
the life of the covenants (News Leader 
Company, CCH Dec. 5834, 18 BTA 1212 
(1930); Christensen Machine Company, CCH 
Dec. 5640, 18 BTA 256 (1929), aff'd 50 F 
(2d) 282 (Ct. Cls. 1931); Ettingon-Schild 
Company, CCH Dec. 6629, 21 BTA 1163 
(1931); Commissioner v. Gazette Telegraph 
Company, above.) 


covenants ove! 


In the case of third-party covenants, the 
contract may fail to allocate the price paid 
between the assets purchased and the cost 


of the covenant. The purchaser will be 
denied a deduction unless he can prove that 
the covenant had some value. This proof 
must always be furnished by the purchaser 
Even if the contract contains an allocation 
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to the covenant of a portion of the 


paid tor the assets, the 


price 
purchaser will not 
be permitted to amortize the allocated amount 
if it is shown that the 
and 


had no 
Was not se parately bargained for 
(Boonville National Bank, CCH Dec. 650, 
> BTA 352 (1925).) 


covenant 
1 
Valle 


the person Living thie 
( lling 


1s 


covenant 1s also 


his business, the determining factor 
whether the covenant is part ol the good 


vill (in which case the proceeds are gener 
to the 


covenant 1s sever 


ally taxed at capital 
vhether the 


which case the 


ain rates 
recipient) of 


able (in 


proces ds are taxe d 


as ordinary 

Here, 
may arise 
im the 


income of the recipient) 


again, the allocation 


question ot 
If no separate allocation is made 
contract, the proceeds will generally 
be taxable at capital 
Vichaels, CCH Dee, 
(1949): Ethyl M. Cox, CCH Dec. 18,779, 17 
TC 1287 (1952); cf. Rainier Brewing Com 
pany, CCH Dec. 15,228, 7 TC 162 (1946), 
aff'd 48-1 ustc 79134, 165 F. (2d) 217 
(CCA-9).) And, conversely, the buyer may 
not amortize any part of the price paid 
(R. Bryson CCH Dec. 5558, 17 
BTA 1213 (1929).) But the 
made in the 


gain rates. (Aaron 
16,758, 12 TC 17 


Jones 


allocation 
contract is not necessarily 
and may 


where the 


determinative of the 
nored by the 


tacts be ig 


court evidence 


shows that the covenant had no other pur- 


pose 


than to assure the purchaser the en- 
joyment of the good will he has acquired. 
(See Toledo Newspaper Company, CCH Dec 
13,512, 2 TC 794 (1943) (seller) and Toledo 
Blade Company, CCH Dec. 16,736, 11 TC 
1079 (1948), aff'd 180 F. (2d) 347 (CA-6, 
1950) (purchaser).) 


In a few 
that a 


instances, the courts have found 
covenant was separately dealt with 
made by the seller as a part 
of the sale of a going business 
the seller with the receipt of 
ordinary income and the purchaser was al 
lowed to amortize the 
lhis reached in a 
where the payments for the 


even though 


I here fore, 


was taxed 


amount paid for the 


covenant result was 


case covenant 
upon the seller’s death or his 
removal from a= certain 
(Rodney B. Horton, 
TC 143 (1949).) 


with the 


were to Cease 


restricted 
CCH Dec 
Here, the seller 
receipt of 


area 
17,116, 13 
was taxed 
ordinary imcome In 
another case, the payments were to cease if the 
seller broke his promise not to compete. (Ca 
boloy Company, Inc., CCH Dec. 13,351(M), 
2 TCM 413 (1943).) Here, the purchaser was 
allowed to amortize the cost of the covenant 
In a third case, the court found that the agree- 
ment not to compete had a 
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and that the other assets acquired had very 
little The primary object oO! he 
buyer in entering into the contract was the 
elimination of the seller’s competition. There 
fore, the court allowed the buyer to amort 
ize &5 per cent of 
life of the 
Babbitt, Ine 
(1935).) 


value 


the consideration over the 
covenant not to compete (RB. 7 
CCH Dec, 8976, 32 BTA 693 


It thus appears that, if the seller is also 
conveying a going business of his own, the 


will de 


tax consequences of the 
pend partly 


that 1s, 


covenant 
upon the form of 


whether 


agreement, 
the covenant is provided 


tor ima 


separate with 


provision separat 
paid for it, whether 
contingent upon the 
seller’s remaining in the restricted area or 
with the covenant 


the covenant had any real value 


consideration being 


the amount paid is 


complying and whethet 


Deductions Under 23(z) 


“Deductions for Taxes and Interest 
Available to a Tenant-Stockholder of a 
Cooperative Apartment Corporation,"' 
by Samuel A. Dyckman. New York Cer- 
tified Public Accountant, February, 
1954. 


The author is an attorney and certified 
public accountant, New York City. 


In 1942, 
Internal 


subsection (z) added to 
Code Section 23 to put 
proprietary leases in the 
with 
deductions as 
and 


was 
Revenue 
cooperators owning 
Same tax 
and tax 


homes 


position regard to 


interest 
owners ot private 


dwellings Congress granted 
recognition to the distinction 


an ordinary 


official between 
stockholder’s equity in a 
corporation and a 
interest in a 
ration \ 


busi 
tenant-stockholder’s 
apartment 


ness 
COM yperat ive 
cooperative 


corpo 
corporation adhering 
to a bona fide mutual plan of organization 
and thus 


taxable 


operation is considered 


entity for its own tax 
purposes and as a nontaxable entity or joint 
venture for purposes of 


concut 
rently as a 


granting to its 
stockholders the benefits of Section 23(z) 
To qualify for these benefits, Congress pro 
vided that the 
within the 
erative 


corporation has to 
statutory 
apartment 


come 
definition of a “coop 
corporation” while the 
taxpayer has to qualify as a “tenant-stock 
holder.” If all of the qualifying factors ar« 
met, the cooperator is entitled to a tax de 
duction determined not, as is commonly 
assumed, by taking his pro-rata share ot 
the corporation’s tax and interest deduction 
based stock 


solely on ownership, but by 
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computing his “proportionate share” based 


on both a stock-ownership factor, and on 


the relationship of his rental payments to 


the total amount of corporate expenses. 


The allowable deduction is limited to the 
amount of the tenant-stockholder’s “propor 
tionate share” of the taxes and interest paid 
or incurred by the corporation 
share been 


Propor 
subjected to 
tests, one to determine the 
able deduction, and the 
the actual deduction 
equal to the 


tionate has two 


maximum allow 
other to 


| he 


pro-rata 


determine 
maximum 1s 
tenant’s share of the 


corporate taxes and 


interest based solely 
on stock ownership 
tual deduction, the 
his ratio of the 
paid to his 


porate 


To determine the ac- 
tenant determine 


charges or 


must 
rentals 
total cor 
owner 
when multiplied by the 
allowable deduction, will result 
actual deduction available to the tenant 


carrying 
pro-rata share of the 
expenditures, 
‘That 
maximum 


based on stock 


ship ratio, 


in the 


\ suggested worksheet to determine the 


proper deductions contains the 


following 
divisions: (1) 

stock owned by 
incurred by the 


real 
a 


percentage of outstanding 


tenant; (2) expenditures 


corporation for veat (a) 


estate taxes, (b) interest, (c) matnte 


ance and other 


expenses, (d) 
total corporate ex 


proportionate 


mortgage 
and (e) 
penditures; (3) 


Oo! real 
ownership [(2)(a) (1)]; (4) tenant’s pro 
port “interest” 
stock ownership [(2)(b) 

proportionate “total 
based on his 
(1) |]; (6) 
payments 


amortization 
tenant’s share 


estate taxes” based on his stock 


onate share of 


based on his 
(1)]; tenant’s 
share of corporate ex 
penditures”’ stock 
[(2)(e) 
rental 


lures 


ownership 
tenant's 
estate 
23(z); and 
rental payments 
deductible 


amount oft 
whic h 
undet 


represent 
section 


real 
deductible 
(7) amount of tenant’s 


vhich represent tmterest under 


Section 23(z) 


Item (6) is arrived at by multiplying the 
actual rentals or carrying charges paid by 
the tenant for the taxable vear by 
of Item (3) to Item (5). The 
puted for Item (6) may not 
(3), which is the 
deduction 
plying the 


the ratio 
amount com 
Item 
allowable tax 
Item (7) is computed by multi 
actual 
by the 

the ratio of 


-xceed 

maximum 
rentals or carrying charges 
paid tenant for the 


item (4) to 


taxable vear by 
Item (5) The 
arrived at for Item (7) may not 
Item (4), which is the 
allowable interest deduction. 


What 


computation of 


amount 


exceed maximum 


should 
total corporate expenditures 


has not as vet been fully defined either judi- 
cially or by the Internal 


items be considered in the 


Revenue Service 


Articles 


The 


other 


regulations include 


and 
overhead 
indebt- 
Evidently, the items intended are 
only those for which a cash outlay is re- 
quired. Depreciation should therefore not 
be included unless part of the charges to 
each tenant is earmarked for a cash contri- 


taxes, interest 


items such as 


and 


maintenance, 


expense reduction of mortgage 


edness. 


bution to a replacement reserve 

In advising cooperative tenants, the coop- 
erative should 
allowable 
23(z) are not 


corporation 
fact that the 


section 


emphasize the 
under 
deduc 


deductions 
available as 
adjusted 
deductions 


tions to 
The would therefore 
be academic for those taxpayers electing the 
optional standard @eduction. 


arrive at 
allowable 


gross mcome 


Antirecession Measure 


“Yield of the Individual 
During a Recession,”’ 


Pechman. National 
March, 1954. 


The author is associate professor of 
finance, School of Industrial Manage- 
ment, Massachusetts Institute of Tech- 
nology. 


Income Tax 
by Joseph A. 
Tax Journal, 


Prior to 1943 individuals paid their taxes 
in four equal installments in the year fol- 
lowing the receipt ot Now 


are withheld wayes 


imcome taxes 
currently from 
salaries; individuals with other 


required to 


and 
incomes are 
liabilities and to 
installments begin 


estimate their 


pay their taxes in four 
March 15 of the current year and 
ending on January 15 of the following year 
Two important by-products of this current 
payment that it synchronizes tax 
with receipt of 


rates to be 


hing on 


system are 


payments closely 


income and 
raised or 
year, 
affect 
taxpayers 

These features of 
tax make it admirably 


permits tax lowered 
at any time during the 


that the 


with assurance 


changes will disposable in 


comes ot 


ately 


immedi 
the individual income 


most almost 


suited tor economic 
stabilization purposes 


The individual 
income tax as economic activity drops can 
not be estimated 
had over 


built-in flexibility of the 


have 
a dozen years of almost sustained 
mcomes 


precise ly, since we 


rise in However, a workable ap 


can be 


proximation obtained on the 


basis 
of the behavior of the individual income tax 


in the recent past. 
Even though personal exemptions 
somewhat higher than they 


World War II, the tndividual 


(that is, total income 


were 
were during 
income tax 
base 


afte ! deduc tions 
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Individual income tax reduction can be 
an important element in 

a well-rounded program to combat 
recession, but it will 

need to be supplemented by other 
measures in the event of a substantial 
decline in income, says the author. 


and exemptions) 
in 1953 It is that the base in 
1953 $117 billion, or 46 per cent ot 


total adjusted gross income in the United 
states 


reached an all-time high 
estimated 


was 


The $32 
income tax in 
high. The tax 
tive on 


billion yielde of the 
1953 also an 
reduction which became effec 
January 1, 1954, reduced 
by $3 billion, or almost 10 per 
ing incomes remain at 1953 


individual 


was all-time 


liabilities 
cent, assum 


levels 

Based on the record in the post-World 
War II period, the built-in flexibility of the 
individual income tax base is roughly .65. 
That is, a $10 billion change in total ad 
justed gross income produced a $6.5 billion 
change in 
that the 
has not 


the tax base. 


Our data indicate 
flexibility of the tax 
significantly 


incomes 


built-in 
changed 
though total 
almost $100 billion. 


At 1953 average effective 
rate applying to the tax base would have 
been roughly 27 per 
1948 


base 
1946, 


risen by 


since 


even have 


tax rates, the 


cent in each year since 
(While this result may be surprising, 
it can be explained by the fact that a large 
proportion of the additions to the tax base 
concentrated in the lowest tax 
Since the average rate remained 
about the same during the period 1948-1953, 
it follows that the marginal rate applying to 
additions to the tax 


has been 


brackets.) 


base 


was about 


equal 
to the average 


Since 


rate 
both the built-in 
base and the marginal 
been constant, the built-in 
individual income taa 
stant. At 1953 rates, it was between .17 and 
18 (.65 x« .27) 


reduction at 


flexibility of the 
appear to have 
flexibility of the 
was also routhly 


rate 
con 


Due to the 10 per cent tax 
the beginning of this 
flexibility of the tax at 

probably be 10 per 
between .15 and .16 


tax rates, the 


year, the 
1954 
lower, or 
Thus, at this 
individual income tax 
automatically offset $1.5 or 
a $10 billion decline 
income 


built-in rates 


will cent 
year’s 
will 
$1.6 billion of 
in total adjusted gross 
(This would be in addition to the 
$3 billion tax reduction at the beginning of 
the vear.) 


522 


June, 


1954 °@ 


At 1953 income 
reduction of 


levels and 1954 rates, a 
percentage-point in the 
tax rates in all surtax brackets would reduce 
tax liabilities by 


exemptions 


one 


$1.2 billion; an increase in 
$600 to $700 per capita 
would reduce liabilities by $2.5 billion. In 
combination, 


from 


these 


would 


changes in rates and 


exemptions 
$3.6 billion. 
built-in 


reduce tax liabilities by 
However, as incomes decline, 
flexibility would reduce the size of 
the tax base and, hence, the tax reduction 
that might be 


exemption changes. 


obtained from 


and 
For example, if total 
adjusted gross incomes fell by $50 billion, 
the combined 


rate 


effect of a $100 increase in 
exemptions and a general rate reduction of 
one percentage-point would be $2.8 billion 


Moderate 


combined 


and 
with the 


rate exemption changes 
effect of built-in flexi 
bility can provide fairly substantial offsets 
against moderate declines in 
example, if adjusted gross incomes drop 
by $25 billion, or 10 per cent below 1953 
levels, built-in flexibility would reduce tax 
liabilities by $4 billion, and a one percentage 
point rate reduction combined with an in- 
crease in exemptions to $700 would reduce 
them another $3.2 billion. In total, the off- 
set would be $7.2 billion, or almost 30 per 
cent of the $25 billion drop in total income. 

The larger the 
comes, the 
offset the 
income tax 


income. For 


decline in 
difficult it becomes to 
through the individual 
alone. For example, to offset 
30 per cent of a $50 billion drop in total 
income below 1953 levels, it would be neces 
sary to raise exemptions to $700 per capita 
and to reduce the tax 
by seven 


individual in 
more 


decline 


rates in all brackets 
Much 
exemptions 
offset as 


percentage-points more 
drastic changes in 


would be 


rates and 


required to much as 
one quarter or one third of a larger drop 
in income 


These may be disappointing to 
those who expected more of a 
effect from small changes in 
income tax rates and exemptions. However, 
it would be erroneous to conclude that 
vidual income tax 


results 
stabilizing 
individual 


indi 
reduction should be dis 
carded as an antirecession 


should be 


dealing 


measure. It 
that we 


one of 


recognized have been 
with only 
which can 


incomes 


a number of meas 


ures be used 


to bolster individual 
that 


can be an 


Our 


results indicate 


individual 
important 
element in a well-rounded program to com 
bat recession, but it will need to be supple 
mented by other measures in the 


income tax reduction 


event ot a 
substantial decline in income 
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Repairs v. Capital Expenditure 


The cost of installing a new heating sys- 
tem because of the disrepair of the 
present system is not a capital expense. 


The present and faulty heating system in 
the taxpayer’s building 
floors. The 
The taxpayer, because it was less expensive 
installed 


was installed in the 


system badly needed repairing 


a heating system of overhead pipes 
Che Minister claimed that this was a capital 
expense 


On appeal, 


however, it was 


held that 
when repairs add assets or create a lasting 
advantage for the their 
here, the 
pipe for old added 
and the repairing 
to maintain the working efficiency of the 
Oakdale Court, Ltd. v. Minister 
of National Revenue, 54 DTC 229 


owner, cost is a 
capital expenditure; 
or new 


building 


substituting 
nothing to the 


Was necessary 


building 


Company Officer Liable 
for Failure to Pay Sales Tax 


A claim for sales tax is not a debt, but 
a claim for money belonging to the 
Crown which is held in the nature of a 
trust by those who collect it. 


The appellant was the president of a com 
pany which had a sales tax claim against 


it; that 1s, the failed to remit the 
sales tax 


under the law The 
appellant was convicted for having partici 
pate d in the offe nse, for he 


company 


collected 


was the only 


person authorized to 


sign checks for the 
company and by 


trol of the company 


his signature he had con 
funds. The company 
vas hopelessly insolvent at the time the 
took over and he was aware of 
the liabilities of the 


president 


company, especially 


the tax hability. Upon assuming the office 


% president he assumed the responsibility 


Canadian Tax Letter 


Corporate Officer's Liability . . . 
Storage of Crops... 


Trading Losses 


Canadian Tax Letter 


and took no active steps to retire the tax 
liability. Instead, he allowed further lia 
bility to accrue.—IJn re Fagan, 54 DTC 1017 


Receipts for Grain 
Delivered to Storage Not Income 


The farmer does not realize income 
when he receives non-negotiable re- 
ceipts for the delivery of his grain to 
a storage dealer. 


In this case the Minister contended that 
the value of the grain stored, evidenced by 
receipts, was income in the 
was stored—but he was reversed on appeal 
Had the wished to sell his grain 
when it was delivered to storage he would 
have been paid for it 


year the grain 


larmer 


immediately Since 
the farmer reported on the cash basis, and 
he did not sell the grain during the taxable 
year, the receipts for its storage could not 
McFadden v. Mints 
Nattonal Revenue, 54 DTC 237 


be counted as income. 


ter of 


Capital Loss v. Trading Loss 


A loss from the sale of speculative 
mining stock is a trading loss by se- 
curity dealer. 


\ security dealer bought certain shares of 
mining stock with the hope that the shares 
would advance in value; however, the hope 
was not realized, as the price of the stock 
fell to the point that a sale was made at a 
loss. The Minister held that the 
the sale of this stock 
a capital loss 


loss from 
nature ot 
was overruled 


was in the 
However, he 
on appeal 
paying 


‘These shares were not dividend 
shares held for investment; rather, 
they were speculative shares bought to be 
resold at a profit in the ordinary course ot 
Gulf Securities 7 
of Nattonal Revenue, 54 DTC 231 


this taxpayer’s business 
Minister 
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Tax=-Wise 


Meetings of Tax Men 


National Association of Tax Administra- 
tors.—As previously announced in the April 
this will hold its 
13-16 at the 


issue, association annual 


June La Salle 


Hotel in Chicago 


conterence on 


National 


meeting ot 


Tax Association. 
this 


The annual 
will be held 
Washington Hotel, 
Hampshire, Septem 


organization 
Mount 
Woods, New 
October 1 


mectinyg im 


this Veal at 
Bretton 
ber 27 to 
1953 


Proceedings of the 
Louisville 
“Rooks’’) 


have just been 


published (see 


New Jersey Association of 
countants.— The annual 
New Association of 
ants will be held at the 
\tlantic City, 


Public Ac- 
conference of the 
Public Account 
Ritz-Carlton Hotel, 
June 25-26 


Jersey 


Southwestern Legal Foundation. — ‘Th: 
foundation, in cooperation with the Southern 
Methodist University School of Law, has 
scheduled an institute on the Internal Reve 


nue Code of 1954 for June 25-26 


Twenty-Five Years Ago 


A “burdensome” and “discriminatory” 


corporate income tax rate was destroying 


productive enterprise, according to a gloomy 
Chamber of Commerce prophecy 
June, 1929 ‘Taxes 

At that time the corporate tax rate 
1? per cent 


“The 


corporations 


reported 
in the 


Was 


present rate of Federal tax on 


business de- 
that 
dividends, it curtails 
taxable income,” the 


seventeenth annual convention of the Cham 
ber of 


handicaps 
velopment 
might be 


and, by reducing 


earnings 
available for 


the amount of other 


Commerce declared 


Elemental 
¢ ould 


justice and 
best be 
the tax rate of 
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industrial prosperity 
promoted by a reduction in 
corporate earnings, a con- 


June, 


1954 e@ 


Taxes... 
Tax People... 
Things Taxed... 


vention resolution stated. 
12 per 


It claimed that a 
“discrimination 
form of 
resolution 
debt reduced 
since the 


cent rate was a 


against the business 


part 


corporate 


The 


national 
dollars 
with the 
brought 
routine of 


enterprise 


“With the 


ten bilhon 


read, in 


nearly 
close ot the 
war, activities of the government 
more nearly to the 
normal times, 
surpluses accruing in 
national 


Federal 


the econom 


now orderly 


and ‘with larg 
recent years im thi 
treasury, it that 

should now be levied witli 
welfare of the country steadily 
in view, and all proposals for new expendi 
tures by the Federal 
scrutinized in ordet 
granted 


seems obvious 


taxes 


should 
that 
justincation 


Government 
be carefully non 


may be unless their 


is clearly apparent.” 

The drafters of this resolution were “en 
titled to a public vote of thanks for making 
no false claims as to the incidence of the 
tax on corporation earnings,” the “TAXers 
“Washington Tax Talk” department stated 
\ few vears before, the TAxes column said, a 
reduction on corporate taxes had been urged 
“on the pretense that the benefit would accrue 
to the 


living’.” 

The routine of 
referred to in the 
resolution 


consumer, in a reduced ‘cost ot 


“orderly normal times” 
Chamber of 
abruptly with the stock 
1929. And a second world 
with the threat of a third—has helped 
to push up that “burdensome” 
corperate tax to the 


per cent 


Commerc« 
ended 
market crash of 
Wat 
12 per cent 


current rate of 52 


State Tax News 
Alabama. 


income tax 


As a result of 1953 legislation, 
regulation having to do with 
depletion has been revised, providing that 
the basis for depletion of oil and gas wells 
may be computed at 274% per cent of the 
gross income from the property during the 
taxable year. 
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Massachusetts.— | lic 
transfer tax 


repeal ot the stock 
effective May 1, 1954 
Massachusetts has had this tax on the books 
1914 and the 
vas only $251,000 


New 


stamp 


becanx 


vield from it last 
Florida 
York, 


tax), 


SsInce veal 


(documentary 


stamp South 


tax), Carolina 


(documentary Pennsylvania and 
remaining states that 
Unused Mass 


may be redeemed upon 


November l 


Tine Ome 


lexas are the only 


impose a stock transfer tax, 


achusetts stamps 


before 


New York. 


company’s 


application 


from al msurance 
part ol the re 
ceipts trom the business of insurance and since 


New 


fines receipts trom the business of insurance 


mivestments 1s 
York City’s general business tax law de 


as receipts from premiums, the investment 


income of these companies is not taxable 
Surety Company of New York 7 
New York Tax Reports § 195-120 
lhe mere fact that a separate 
rate entity New 


Jersey 


American 


"7 


lose ph, 
cOrpo- 
York to 
corpora 
New Jersey 
service Of process in 
held that the New 


doing business in 


was created in 


New 


make the 


solicit business for a 
tion is not enough to 
corporation sate 
New York. The 
lersey corporation 


New York 


both corporations 


from 
court 
Was 
subject to 
had the same president 
vho operated out ot New York for both, 
New York corporation relayed 
calls to the New office 
New Jersey corporation 
a number of New York com 
a member of the New York 
Association Skupski v. Western 
Vavigation Corporation, New York Tax Rt 
ports {| 98-44] 


Ohio. 


salesman of a 


and 


service because 


because the 


] hone 


and 


Jersey 
because the 
did work for 
panies and was 


Shipping 


Service of process made on the 


foreign corporation who had 
no managerial duties is not 

Harris 7 Gland-O-Lac 
TAx Reports © 200-379 


a valid service 


Company, OHto 


Oregon. 


in Oregon 


\ foreign corporation qualified 
should withhold the 
tax from the pay 
vhere the 


Oregon in 
come of Oregon residents 
employee works at a plant be- 
longing to the foreign 


the State of Oregon 


corporation outside 
The foreign corpora- 
tion has acceded to Oregen jurisdiction by 


qualifying do business within the state, 


and residents of Oregon are subject to tax 
income, no matter where derived 
OREGON TAX Reports § 200-063 Pay 


ments made 


on their 


by employers to the insurance 
company on account of the Teamsters’ Union 
health and welfare plan are not income to 
the employee prior to the receipt of benefits 
under the provisions of the plan 


PORTS ¢ 200 069 


(OREGON 
Tax R 


Tax-Wise 


Wisconsin.— Naval retirement pay ts not 
a pension within the meaning of the state in 
come tax law, and therefore the 
not exempt from the state 


amount 1s 
income tax 


St. Louis Earnings Tax Reimposed 


The St 


been 


Louis, Missouri earnings tax has 
May 1, at the 
old rate of % of 1 per cent The tax will 
April 15, 1956, if it 1s 
mitted to a referendum on o1 
15, 1955. Tf the tax 
endum it may 


reimposed, begining 


continue until 


sub 
April 
is approved on rete 
continue until April 15, 1957 


as the old 
, and withholding returns will still 
be required on a monthly The 
withholding under the new 
nance, withheld 
May, will be due 
1954. Withholding 
with respect to 
May 1, 1954 
no withholding on wages earned during the 
month of April, 1954 
on April 1, 1954 


before 


The new ordimance 1s the same 


ordinance 


basis first 


return ordi 
covering the taxes 
month of 


June 30, 


during 
the preceding 
on of before 
will be required 


earned on and after 


Wares 
There 1S 


The old tax expired 


Net Profits Before and After 


An executive who was given a_ profit 
sharing bonus based upon “net profits” chal 
lenged the right of the company to deduct 
the amount of the bonus paid in the preced 
ing year trom. the 
profits The 


contained no 


current year’s 


resolution 


vTOSS 
granting the bonus 
formula for 


“net profits.” 


ascertaining the 
amount ot 


that the 
tion 


The parties agreed 
bonus was intended as compensa 
that b 
cause the compensation would be deductible 
in computing 


However, it does not follow 
“net profits” for income ta» 
purposes that it is deductible in computin; 
the amount due under a profit-sharing bonus 
plan. The Missouri Supreme Court, in Har 
vey v. Missouri Valley Electric Company 
stated that it might have placed a different 
construction on the resolution before the 
parties had acted, but the executive in this 
case had aequiesced in the company’s method 
of computing the bonus in prior years. He 
was not allowed to challenge it when the 
employment relationship was ended 


Wages by Jiggers 


William S 
tute ol 


Hopkins, director of the Insti 
Economics at the University 
of Washington, recently spoke to a meetings 
of the California Personnel 

Association on the subject of 


Labor 


Management 
“Wages as 


Mr. Hopkins was addressing him 


Costs 
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self to the 
relationship between 
that 1s, 
will increase 


point that there is no necessary 
and unit 


increase 


wage rates 


costs sometimes a wage 
costs and sometimes it won't 
He illustrates his point this way: 

cost to total 
determined by changes in the 
other 
add a jigger of whiskey to a 
whiskey constitutes 50% 
of the resulting beverage. If you add only 
half a jigger to the same water, whiskey 
will be only one-third, and if you add two 
jiggers, then it will be two-thirds. But also, 
the amount of the whiskey can remain con 
stant and you can get 


the proportion of labor 


is not 


cost 
only 


former, but also by 


changes in all 
costs, If you 


jigger of water, 


a varying proportion 
lf the jig 
whiskey is added to two jiggers of 
you can still get a drink 
one-third whiskey So also with 
Suppose 


by varying the amount of water. 
ger ol 


water, which is 


business 
costs that labor costs remain con 
stant but that the cost of raw 
doubled ‘Then costs 


smaller percentage of the 


materials is 
will 
total. 


labor become a 


Indeed, 


total per unit costs can be raised, without 


any increase in wages, by an increase in the 


rate of interest, in taxes, rents, transporta 


tion rates, or in 


a wide range of other items.” 


Inflation Tax 


“Inasmuch 


as the redemption values of 


all government bonds, 
fits, and 
future 


social security bene 


other governmental 


promises ot 
are contingent upon the fu- 
ture collection of taxes, it must be seen that 
each added bond or promise tends to weaken 
the financial 


delivery 


position of the 
limit to the tax 
generations will be 


government. 
burden which 
willing and abl 


There Is a 
future 
to bear 


‘Actually the govern 
mental promises of future delivery is a form 
of current taxation a method of 
into which is 


mushrooming of 


dipping 
commonly 
When the government 
sells one of its bonds, or collects the social 
tax, it 


private savings, 


known as inflation 


security amount of 


individuals 
government 
pur- 
chasing power in proportion to the volume 
of such Meanwhile, 
all other promises which are payable in dollars, 
including the dollar 
by individuals, 


obtains a given 
power trom 

which the 
redeems its 


real purchasing 
The dollars 


eventually 


with 


promises lose 


outstanding promises 

obligations 
their 
Chis encourages private spending 


contracted 


also k se 


purchasing 
powet! 
and discourages saving and private capital 
formation. Inflation is a subtle and destruc 


tive method ot And the 
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taxation social 
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security program is a part of that destruc 
tion of private enterprise in America. 


“It was a somewhat arbitrary decision 
which recently halved the returns to bene 
ficiaries of the Anthracite Health and Wel 
fare Fund [United Mine Workers]—a 
decision forced by the hard economic fact 
that declining productivity necessarily means 
a lower standard of living. 
the day that 
tolerate a tax burden which 
robs them of incentive to produce and earn 
and save, then it will be an arbitrary deci 
which bears the sad 
security beneficiaries: 


Likewise, when 
comes American 


will no longer 


taxpayers 


sion social 


news to 
‘Lack of tax revenue 
precludes our fulfillment of the poorly funded 
The 
most probable political solution will be to 
let inflation eat 


promises of previous administrations.’ 


away the value of the 
promised pension dollars. In other words, 
the dollars paid as promised, but 
beneficiaries will find little security value 
in those weakened dollars. 


may be 


“It may be argued, of course, that no 
aspirant for political office would ever dar 
renege on such promises to the old folks 
But there is a possibility that eventually the 
citizens who work 
having their 
erty of the government 
paying the 


for a living may resent 
earnings treated as the prop 
Those who will be 
social security taxes are certain 
to outnumber those receiving social security 
benefits at any time in the foreseeable fu 
ture. If the majority of voters should cd 
cide that social security worth 
it costs, then it won’t matter a great deal 
whether or not the politician want to renege 


isn’t what 


“Persons who urge an expansion of the 
social security program seem to assume that 
American citizens are no longer interested 
in the preservation of private property—the 
protection of the human right to own and 
control the use of that which one has pro 
duced. This is not to suggest that the social 
security program is the only threat to pri 
vate property in the United States. There 
are many others. But the security 
threat is somewhat unique in that it encour 
ages the victim to believe that he still re 
tains some kind of personal claim or right 
which the govern 
ment has taxed away from him.”’—JSoctal 
Security, by Paul L. Poirot, published by the 
Foundation for Economic Education, Inc 


S¢ cial 


to repossess 


property 


Treasury Men in Action 


It’s OK to Pick on “Racketeers.”- 
in effect, is what a 


Chat, 
court decided 
when a defendant in a criminal prosecution 


district 
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complained to the court that internal reve- 
nue officials were discriminating against so- 
called “racketeers” by singling 
out for prosecution, instead of utilizing the 
statutory authority of 


their cases 


compromise. 


He Didn’t Practice What He Preached. 
Upholding the conviction of a Colorado 
attorney for income tax evasion, the Tenth 
had this to say about his failure to 
keep records: “The second exhibit [intro- 
duced by the government] was a printed 
booklet written i 
1943 entitled 


Circuit 


and published . in 
‘Mind Your Own Business’ 
One section of the book was captioned ‘In- 
come Tax, Keeping Records’. In this sec- 
tion the reader is cautioned to ‘Be sure to 
keep all dates, amounts and items with some 
degree of accuracy.’ It sug 
and practical 


gested a simple 


method of keeping records 
to avoid difficulty in income tax matters. The 
author points out the pitfalls which he now 
asserts as a defense and upon which he re 
hes to negative any 


willfulness on his part 
when he 


failed to return all of his income 
The booklet was admissible upon the 


; 


of willfulness.’ 


issuc¢ 


You May Not Want That Registered Let- 
ter but... 


to protect 


You'd better take it if you want 
your rights fully. The Commis- 
sioner sent a notice of deficiency to the tax- 
payer by registered mail but it was returned 
stamped “Unclaimed 
collector, obviously 
then 


Refused.” The deputy 
on the conscientious side, 
delivered the notice to the 


taxpayer 
personally 


Defendants’ Signatures Procured by 
“Ruse.”—Defendants in a criminal 
cution claimed that the government procured 


prose 


their signatures by the “ruse” of requesting 
them to call in person for registered mail. 
The court said there could be no objection 
to the manner in which the 


obtained. 


signatures were 


Somebody Stole the Ding-Dong Lines 


On our cover last month we tried to 
compress into a small space a story of the 
tax system of the State of New York. W<« 
well until we 


story of the 


were doing fairly 


came to 
telling the personal income 


tax. This is what we should have said: 
“There is a personal income tax on resi 
dents beginning at 
$1,000 of net 
cent on all net 
at half the 
capital gains 
business 


2 per 
income, 


cent on the first 
graduated to 7 pet 
income over $9,000. A tax 
above rates is levied on net 
There is an unincorporated 
income tax—4 per cent after an 
exemption of $5,000. The taxes on net in 
come and capital gains are reduced by 10 
per cent, and the unincorporated business 
tax by 25 per cent, for 1953 or fiscal years 
ending in 1954.” 

Unfortunately the mailing was completed 
before the error was discovered here. Our 
face is very red and we sincerely apologize 
to those loyal New York readers who either 
phoned or wrote for a correct version 
we don’t know what 
ding-dong lines 


happened to those 


City Tax Calendar... 


July 15 
le gC 


rado 


Arizona: Phoenix business privi 
tax reports and payment due. Col 


Denver sales tax reports and pay 
ment due Pittsburgh in 
come tax payment due; Scranton employer 
withholding tax reports and payment due; 
Scranton 


ports 


Pennsylvania 


employer withholding tax re 


and payment for 


school district 
Washington: Seattle 
occupation tax reports and payment due; 
Tacoma occupation tax reports and pay 


ment 


July 20 New Orleans sales and 
use tax reports and payment due 

July 25—New York: New York City cor 
duit company tax reports and payment 
due; New York City public utility excise 


tax reports and payment due 


Tax-Wise 


income tax due 


due 


I ourstana 


July 30—Pennsylvania; Philadelphia income 
tax reports and payment on wages and 
salaries not withheld at source due. Utah 
Provo merchant and retailer tax reports 
and payment due 

July 31— Kentucky 
income tax 
due. 


Louisville 
withholding 
Missouri: 


personal 
agent payment 
St. Louis employer with 
holding reports and payment due. Ohto 
Cincinnati income tax and pay 
ment due; Columbus employer withhold 
ing tax reports Dayton employer 
withholding tax reports and 
$50 or more, due; 


reports 


due; 
payment, if 
Springfield employe: 
withholding tax reports and payment due; 
Toledo employer withholding tax reports 
and payment due; Youngstown employer 
withholding tax reports and payment due 
Pennsylvania: Philadelphia withholding 


tax reports and payment due 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: 


from air line 


ARKANSAS: 
stallment due 
COLORADO: 


ix eco! 1 t 


July 1—Property 


companies due 


July 19—Property tax in 


July 185—Corporat 


allment due Personal in 


July 31 

Property tax second installment du 

DELAWARE: July 1—Franchise tax du 
July 30 Personal mcome tax 


tallinent clue 


come tax second installment due 


second in 


DISTRICT OF COLUMBIA: 


Pe rsonal prope rty 


FLORIDA: July 1 


ind pavinent due 


ILLINOIS: 


(last 


July 31 


return due (last day) 


Franchise tax re ports 


anchise tax due 


July 31—}: 


day) 


INDIANA: July 1 
and payment trom navigation companies 
luc July 30—< 


last day) 


Property tax reports 


orporation reports due 


KENTUCKY: 
sonal mconne 


July 31 


and payment due 


July 15 


tax sec 


Estimated pet 
md installment due 
tax withholding 


Income reports 


MARYLAND: July 15—Corporat in 


come tax second mstallment due Per 


tax second imstallment duc 


July 1 
property taxes due 
MISSISSIPPI: July 15 


reports and payment duc 


NEBRASKA: July 1 


reports and payment trom domestic cor 
due 
second installment 


sonal income 


MASSACHUSETTS: 


personal 


Real and 


Franchise tax 


Occupational tax 


porations Personal property tax 


July 31—Occu 


payment 


due 


pational tax reports and from 


foreign corporations due (last day) 
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NEVADA: July 1 
due. July 12—Property tax 


(last 


Corporation reports 
return due 


day) 


NEW MEXICO: 


come tax 


July 15 


installment duc Per 


Corporate ii 
second 


sonal income tax second installment duc 


NEW YORK: 


tax «due (last 


July 1 


day) 


Village propert 
July 15—Personal 
and payment of second 


INCOME reports 


installment of tax due 


NORTH CAROLINA: July 31 


tax eports 


Franchise 
and payment due 


NORTH DAKOTA: July i—Pro 


ports trom railroad companies ¢ 


OHIO: July 15 


Ky anchise tax due 


OREGON: 


S¢ cond 1) 


July 15—Excise 
tallment due 
tax second installment due 


Withholding tax 


cue 


(income) tax 

Pe rsonal mMcoinie 
July 31 

and = pay 


reports ment 


TENNESSEE: 


reports 


July 1—Corporatior 
payment due Excise (in 
reports and 
Franchise tax reports 


and 
come) tax payment due 
and payment due 


Income tax witl 


VERMONT: July 31 


holding reports due 


WASHINGTON: 


ports 


Li CTis¢ 


July 1 


payment trom toreign 


tax re 
and and 
domestic corporations duc 


WEST VIRGINIA: July 1 


reports and payment from domestic cor 


License tax 


porations due 


WISCONSIN: 


installment 


July 10 
trom railroad, telegraph, sleep 
July 
31—Real property tax semiannual install 


due 


Property tax first 
ing car and express companies due 


ment 


WYOMING: 


tax rer 


License (franchise) 


July 1 


rts and payment due 
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Federal Tax Calendar 


July 15— 


a 
pl 


$0] 


sectior 


and 
1410 


Sectior ] 


} 


excet ded 


406.606. ) 


stock 


| direct rs of 


imounts 


Regulations 120 Sectior 


rmatior return ol 

iticers ane 
foreign personal holding companies due 
Form 957. (Regu 


receding mont} 


118 


Section 39.339-1.) 


lox il director of 

stamp depositaries 
States, of requisitions for 
purchased during the pre 


it} statement 


showing 
and end 


during 


at beginning 


stamps sold 


month and 


t also due for pro 


f stamps sold during 
Sec 


mth Paymen 


oO saies Oo 


eceding month. (Regulations 71, 


113.142.) 
ot tax by fidue ary 
installment 


(Regula 


here 
} 
i ment is elected 


tions 118, Section 39.56-1.) 


July 31—— 


t of the following 
author 


faxes report ible 


me? 
June to an 
! sucl 


$100 


tols and revolvers; 
sale Ss by the 


] ] ; 
udi Y saies ot pis 


processing o!1 
t SUar; trans 
diesel fuel 


Porm £37 


retailer; 1 
and 


177.4.) 


portation of property; 


(Regulations Section 
(depositar receipt) 


ending 


for the quartet 


taxes 
However 


Due date of return 


1954, of the « enu 


\CIS¢ 


lune 30 
liately above 


danni 
return is accompanied 


merate 
f, and only i, the 
by depositary receipts (Form 537, Depos 

Receipt for Federal Excise Taxes), 
deposits, in full payment 


thre quarter, 


filed 


otf August 
7-3-53) Sections 


taxes due for entire 


on of before 
Form 720 


a 4 
$77 


return may 


the tenth day 


(T. TD. 6025 
and 477.3.) 


mplovers’ quarterly returns and pay- 


plo 
lepositary receipts of cash) 


tient (by 


the following taxes for the first quar 
1954: (1) tax withheld 
Code Section 1401; (2) emplovers’ 


1410; and (3) 
tax ages withheld under 
tion 1622. With respect to such 
ir June, the emplover may eithet 
with his (Form 941) direct 


emplovees’ 


Code Section 


on WwW 


return 


listrict director or a 


include 


remittance to the 


le positar Vv rece Ipt 


de ! il 


h return 


unount validated by a fe 
return 


‘serve bank Where 

m 941 is accompanied by depositar 
ceipts (Form 450) showing timely di 
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